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WALTER P. SCHUETZE 


What Are Assets and Liabilities? 
Where Is True North? (Accounting 
That my Sister Would Understand) 


This is an article about what I think financial accounting and reporting 
‘ought to look like—about my vision that the singular focus‘of financial 
accounting and reporting should be on cash, that is, cash itself, contrac- 
tual claims to cash, things (assets) that can be converted into cash, and 
_ obligations to pay cash, and that assets and liabilities should be stated at 
fair value in corporate balance sheets. I call this formulation True North. 
I previously have written about how we should keep financial account- 
ing and reporting simple (‘Keep It Simple’, Accounting Horizons, June 
1991, pp. 113-17). I also have written about how assets should be defined for 
accounting purposes (‘What Is an Asset?’, Accounting Horizons, Septem- 
ber 1993, pp. 66-70). This article builds.on those two earlier ones. It deals 
with definitions of assets and liabilities that should be recognized (that is, 
displayed, shown, or reported) in corporate balance sheets and how the 
recognized assets and liabilities should be measured when reported in 
those balance sheets. 


Key words: Accounting; Fair value; Measurement; Simplicity. 


The rules for financial accounting and reporting in the U.S.A. have become vastly 
too voluminous, too detailed, too complex and too abstruse. At this writing in July 
. 2000, the Financial Accounting Standards Board has issued 139 Statements on 
Financial Accounting Standards-(‘Standards’). Public companies in the U.S.A., and 
foreign companies whose securities are listed in the U.S.A.; must follow the Stand- 
ards in the preparation of their financial statements or in the reconciliation of their 
home-country financial statements to U.S.A. Standards. Because some of those 139 
Standards superseded a prior Standard, the count of the currently effective Stand- 
ards is about 100. In addition to Standards, there is previously issued literature 
inherited by the FASB at its formation in 1973 from the American Institute of 
Certified Public Accountants, namely, Accounting Research Bulletins and Account- - 
ing Principles Board Opinions. This legacy literature has the standing and author- 
' ity.of,a Standard. The FASB itself also has issued numerous Interpretations of 
Standards and also has issued Technical Bulletins prepared by the FASB’s staff. - 











Wa ter P. Scugrze was the Chief Accountant to the Securities and Exchange Commission of the 
United States of America and the Chief Accountant of the Commission’s Division of Enforcement, a 
charter member of the Financial Accounting Standards Board, a member and chair of the Accounting 
Standards Executive Committee of the American Institute of Certified Public Accountants, and a 
practitioner of public accountancy with the firm of KPMG LLP. I 


1° 


A ABACUS 


The FASB’s staff also has issued numerous Special Reports dealing with various 
accounting matters dealt with in Standards, for example, A Guide to Implementation 
of Statement 125 on Accounting for Transfers and Servicing of Financial Assets 
and Extinguishments of Liabilities, and guidance for implementation of SFAS 133, 
Accounting for Derivative Instruments and Hedging Activities. The FASB’s Emer- 
ging Issues Task Force has issued several hundred ‘consensuses’, each dealing in 
extreme detail with quite specific accounting problems. (The Issues Summaries for 
the July 2000 meeting of the Emerging Issues Task Force run to more than 300 
typewritten pages, of which many pages are single spaced.) 

The American Institute of Certified Public Accountants has issued numerous 
Audit and Accounting Guides, Statements of Position, and Practice Bulletins, with 
most of these documents having been vetted by the FASB and its staff prior to the 
issuance of those documents by the AICPA. The AICPA also has issued Technical 
Practice Aids, which are not vetted by the FASB or its staff prior to issuance. 

As well, the Securities and Exchange Commission and its staff have issued 
numerous rules, regulations, releases, and bulletins dealing with financial accounting 
and reporting. 

All of this literature constitutes generally accepted accounting principles, which 
is required accounting by public companies in the U.S.A. As well, the large public 
accounting firms have issued their own guidance or interpretation or ‘how to’ 
guides that instruct the firms’ partners and staff on various FASB, AICPA, and 
SEC pronouncements. These firm-prepared documents often run to hundreds of 
pages. For example, shortly after the FASB issued Statement 133, Accounting for 
Derivative Instruments and Hedging Activities, in June 1998, itself more than 200 
pages in length, several accounting firms issued their own guidance on how to 
apply Statement 133—-which guidance constituted more than 400 pages in the case 
of one firm and 500 pages in the case of another. I have all of these documents in 
my office, but many are on the floor because my bookcase is full. And all of this is 
before mentioning Standards issued by the International Accounting Standards 
Committee since its inception in early 1973. 

The volume and complexity of those pronouncements have become overwhelm- 
ing—on a par with the Internal: Revenue Code and the related regulations in the 
U.S.A. The volume and complexity have become too, too much for (a) those insiders 
who are responsible for and prepare financial statements and reports, (b) those 
outsiders who audit those financial statements and reports, (c) those outsiders such 
as investors, creditors, underwriters, boards of directors and audit committees, and 
analysts who use those financial statements and reports, and (d) those outsiders . 
who regulate the preparation, audit, and dissemination of financial statements and 
reports. 

The hapless user of the financial statements and reports has.almost no grip on 
the rules governing financial reporting and thus, in many cases, does not under- 
stand the financial statements and reports. Indeed, in a survey of 140 star, sell-side 
analysts, Epstein and Palepu (1999) found that,. ‘Footnotes [where asset and liab- 
ility recognition and measurement are described] seem to frustrate analysts the 
most. When asked which components of the annual report they often have a hard 
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time understanding and which they would like explained more, star analysts rated 
the footnotes first. Thirty-five percent of the analysts have difficulty understanding 
the footnotes, and 55% would like further explanation of the footnotes.’ Imagine 
that. Star, sell-side analysts do not understand the accounting. Buy-side analysts 
(institutions) cannot be any better equipped to understand the accounting. Is it | 
any wonder that the London School of Business advertises a Financial Seminar 
for Senior Managers that enables Senior Managers to ‘decode published financial 
statements’ (The Economist, 14 November 1998, p. 101). 

Financial analysts are not alone. I was Chief Accountant to the SEC (January 
1992 to March 1995) and was Chief Accountant of the SEC’s Division of Enforce- 
ment (mid-November 1997 to mid-February 2000). While on staff at the Commis- 
sion, I tried to explain relatively simple accounting issues and accounting rules to 
the Commission’s legal staff and its litigators, FBI agents, U.S. Postal Inspectors, 
and Assistant U.S. Attorneys in the Department of Justice so that they could bring 
and prosecute civil and criminal cases before administrative law judges, Federal 
judges, and juries. I had minimal success even on simple issues. The litigators and 
prosecutors are very reluctant to bring accounting fraud cases unless smoking guns 
are evident, such as, for example, fake invoices, boxes filled with bricks instead of 
laptop computers, or incriminating memos. 

Financial accounting and reporting should be based on intuition, not inculcation. 
There really should be nothing complicated about it. It is not like medicine. It is 
not like the law. It is not rocket science. Ordinary people, chief executive officers, 
line operating managers, members of boards of directors, investors and creditors 
and regulators, who are not accountants, should be able to look at financial state- 
ments and reports and understand the information portrayed and conveyed. After 
all, it is the non-accountants who use financial statements and reports to make 
investment, credit, and regulatory oversight décisions, not to mention corporate 
governance decisions. But ask members of boards of directors, members of audit 
committees of boards of directors, members of the investing and credit-granting 
public, financial analysts, and members of regulatory oversight bodies to explain, 
in plain English, the meaning of the representations in the financial statements and 
reports they use to make decisions and there is no response. I repeat—there is 
no response. They must turn to the accountant to furnish the explanation. The 
accountant’s explanation turns out to be not in plain English at all but arcane jargon 
understandable only to other accountants and not necessarily all other accountants 
büt only the initiated ones. The much-proclaimed transparency in corporate financial 
accounting and reporting in the U.S.A. is in fact a considerable illusion insofar as 
the numbers (dollar amounts) in the financial statements and reports are con- 

‘cerned. The numbers are not very transparent at all. Only accountants know how 
the numbers are derived, and sometimes only a very few accountants. 

I say again, preparation of financial statements and reports, their use, and their 
regulation should be based on intuition, not inculcation. The way it is now, how- 
ever, to be fully conversant with all of the financial accounting and reporting 
requirements means that one’ has to live in a medieval, unheated, stone building 
in the Pyrenees, wear a brown robe with a rope belt, a skull cap, and clogs, and 
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memorize accounting literature (dogma). I recently received a mailing from the 
AICPA advertising a two-day course on Accounting for Business Combinations at 
a price of $1,295 or at $1,035 for AICPA members. Can you believe that? Two 
days and over a thousand dollars to learn about one accounting problem. 

There are more than 330,000 CPAs in the U.S.A. No more than a few hundred 
of them know the workings of the Standards on (a) leases, (b) foreign currency 
translation, (c) pensions, (d) post-retirement benefits other than pensions, (e) 
interest (whether and when to capitalize interest cost), (f) deferred income taxes, 
(g) investments in debt securities, (h) impairments of carrying amounts of loans 
receivable or long-lived operating assets, (i) transfers and servicing of financial 
assets and extinguishments of liabilities, and (j) derivative instruments and hedging 
activities. Moreover, each one of these areas has such detailed, complex, abstruse 
rules that the few hundred CPAs who are expert in accounting for derivatives 
often are not the same few hundred CPAs who are expert in accounting for pen- 
sions. Each monk knows one book of the Bible. 

I liken the use of financial statements and reports to driving an automobile. 
Automobiles are powered by internal combustion engines, but drivers of autos 
do not need to know anything about what makes the auto go except that gasoline 
(or petrol) is necessary and that the engine oil needs to be replaced occasionally. 
That is virtually all that I know about my auto. Comparing accounting to the auto, 
one needs to be the equivalent of a mechanical engineer to use and drive the auto 
called financial accounting and reporting. We accountants are doing accounting for 
accountants’ sake, not for use by investors, creditors, underwriters, analysts, boards 
of directors, and regulators who are the people that we accountants should aim to 
please. 

How overwhelming today’s accounting is is demonstrated by the response to a 
proposal for improving the effectiveness of audit committees. The Blue Ribbon 
Committee on Improving the Effectiveness of Corporate Audit Committees, co- 
chaired by John Whitehead and Ira Millstein, in one of the its ten recommenda- 
tions about improving the effectiveness of audit committees, recommended that 
the audit committee, in the annual report to shareholders, attest that audit commit- 
tee members believe, based on discussions with management and the external 
auditor, that the financial statements conform to generally accepted accounting 
principles (see, Recommendation 9 of the Report and Recommendations of the 
Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Com- 
mittees, issued in 1999, at www.nyse.com). That recommendation was soundly 
rejected by commentators in financial and legal circles. In response to a reporter, 
the General Counsel of the Securities and Exchange Commission said that: ‘The 
reference to generally accepted accounting principles has created some fear and 
confusion because audit committee members have been concerned that they don’t 
know the intricacies of the accounting rules. Audit committees understand accur- 
ate, full and fair disclosure, and that things may not be materially misleading, but 
they don’t necessarily understand the nuances of generally accepted accounting 
principles’ (Wall Street Journal, 14 July 1999, p. C14). The SEC, in its new rule 
on audit committees, did not require that the audit committee give the opinion 
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suggested by the Blue Ribbon Committee. Instead, the SEC amended its rule to 
require only that the audit committee publicly state that it reviewed and discussed 
the audited financial statements with the auditor and that the audit committee 
recommends the inclusion of the audited financial statements in the Form 10-K 
or 10-KSB. (SEC Release 34.42266, 22 December 1999). The new rule does not 
require the audit committee to give an opinion about compliance with generally 
accepted accounting principles. In my opinion, most members of audit committees, 
if not virtually all members of audit committees, could not give the opinion sug- 
gested by the Blue Ribbon Committee because the accounting is beyond their ken. 
Incidentally, I think it is a fair question to ask: How can boards of directors and 
audit committees satisfy their governance responsibilities if they do not understand 
the accounting numbers? 

I use my sister as a guidepost when I think about accounting issues. She has no 


` university education. She runs a successful small business located near my home 


town of Comfort, Texas. She prepares financial statements for her business to run 
her business and so that the other owners of the business may see how well the 
business has done under her leadership. In the financial statements of her business, 
assets are cash, contractual claims to cash, and things that the business owns and 
that can be sold for cash—all at fair value, that is, the amount of cash any of the 
non-cash assets would fetch in an immediate sale for cash less cost to sell the asset. 
When she consults me about the preparation of the financial statements for her 
business and I try to explain to her the Standards that we accountants use to 
prepare financial statements, her eyes glaze and she blames my accountababble on 
my having sat for too long in the hot Texas sun. She recently bought out one of her 
competitors and paid about $100,000 in excess of the fair value of the identifiable 
net assets acquired. The competitor agreed not to compete against my sister’s 
business for five years. I told her that the $100,000 represented the cost of the 
non-compete agreement and purchased goodwill, which, under generally accepted 
accounting principles, should be reported as assets. She laughed at me. Try to pay 
salaries, rent, the electric, or dividends with those assets, she says. That kind of 
accounting may be okay for Wall Street but not for Main Street in Comfort, Texas. 
Moreover, she says, those so-called assets will not earn a penny. The $100,000 is 
gone—irretrievably gone. It is spent money. Whether her business earns any addi- 
tional net-after-tax cash flows as a result of buying out her competitor and getting 
him to agree not to compete with her business for five years will be decided by the 
former competitor’s customers—whether they decide to patronize her business 
and buy her business’s services. She does not control what those potential customers 
may do. Not an asset today, she says. Maybe tomorrow, if and when those cus- 
tomers buy her business’s services and generate additional after-tax cash for her busi- 
ness. Not a fit and proper asset to be recognized in advance of sales to customers, 
however. In short, in accounting parlance, the $100,000 is a quintessential ‘gain 
contingency’ that should not be recognized as an asset until it materializes in the 
form of cash. i 
Moreover, there is no over-arching theme to this huge body of literature govern- 
ing financial statements and reports to which the uninitiated, or even the initiated, 
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may refer. The FASB says that the information in financial statements and reports 
_ has to have ‘decision usefulness’. But the numbers in balance sheets for reported 
assets and liabilities are the result of mechanically applying all of the rules and 
literature described above without regard to whether the result is understood by 


and makes sense to the people who actually use it. Remember my reference earlier < 


to the findings of Epstein and Palepu about star, sell-side analysts who do not 
understand the notes to the financial statements. As a guide or standard, ‘decision 
usefulness’ is so non-specific and allows so much judgment and leeway that it is not 
helpful. What we need instead is a definition of True North in accounting. Every- 
one knows where north lies on a compass, and we can navigate towards it in our 
daily journeys in accounting. Decision usefulness, on the other hand, can lie any- 
where on the compass. 

Under the current rules, in addition to cash, we have the following as to assets 
representing contractual claims to cash: 


1. Receivables, generally at the amount of cash expected to be collected and 
generally not reduced for the time value of money or otherwise reduced to 
fair value. This category includes such items as trade receivables, amounts due 
to the reporting enterprise by a counterparty under a currency or interest rate 
swap agreement, insurance premiums due from the owner of an insurance 
policy, income tax refunds, and amounts due from vendors/suppliers under 

` cooperative advertising agreements. Amounts of receivables not yet billed are 
included in this category. For example, companies that perform construction 
work for the U.S. government often show ‘unbilled receivables’ as assets on 
their balance sheets. 

2. Loans receivable having fixed or determinable amounts. Examples are com- 
mercial or residential mortgage loans and loans made by banks and insurance 
companies to individuals as a result of the individuals’ using credit cards to buy 
goods and services, to small businesses, and to large commercial customers, at 
the present value of the amount of cash expected to be collected based on the 
effective interest rate in the loan. If the carrying amount of a loan is deemed 
not to be collectible in full, then the carrying amount of the loan is reduced to 
(a) the fair value of any collateral, (b) the market price of a similar loan if such 
a price exists, or (c) the revised expected cash flows reduced for the time value 
of money using the interest rate implicit in the loan at its inception. (The cost 
of originating loans is added to the ‘cost’ [cash advanced to the borrower] of 
the loans.) 

3. Securities representing an interest in indeterminate cash flows from ‘securitized’ 
-loans receivable, at the fair. value of the security, with changes in that fair value 
being recognized (a) in income by traders such as broker/dealers and some 
banks and (b) in shareholders’ equity (net assets) by other holders such as 
banks if the security is classified as ‘available for sale’. Classification of such 
a security as ‘held to maturity’ by the owner would have the security being 
reported at historical cost. These kinds of securities arise in transactions where 
the originator of loans, such as mortgage loans and automobile loans, sells 
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tranches of the loan portfolio to investors such as insurance companies, mutual 
funds, and trusts administered by banks. 


4. Securities representing contractual, fixed or determinable cash flows, such as 
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bonds, based on fair value or historical cost of the security. 
. Refundable cash deposits, such as the portion of an insurance premium that 
would be recaptured if the policy were cancelled. 


As to assets such as inventory, land, plant, equipment, and patents (sometimes 


called non-monetary items) that arz not cash and claims to cash, we have the 
following: 


6 


10. 


11. 


. The amount of cash paid, at some time in the past, for an item other than cash 
or a claim to cash plus related expenditures, which is called ‘historical cost’. 
For example, the amount of cash paid for land plus brokers’ fees, legal fees, 
appraisal fees, documentary fees, and other fees applicable to the acquisition 
of the land. These fees could be material in relation to the cash price paid for 
the land. Other examples include amounts of cash paid for such things as plant, 
equipment, copyrights, patents, and TV or radio broadcasting rights. The amount 
of cash paid—the cost—is reduced by periodic charges made to income so as to 
allocate the cost to periodic income on what is said to be a rational and system- 
atic basis. 

. The portion of a lump-sum purchase price paid for two or more assets acquired 
together, as, for example, in a business combination, that is allocated to one of 
the assets acquired, which amount generally would be the fair value of the 
asset. For example, the amount of cost allocated to land acquired in a business 
combination would be the fair value of the land but would not include the 
various fees described in (6) above. 

. The fair value of an asset at the time it was received by the reporting enter- 
prise in return for the issuance of a.debt or equity instrument, also said to be 
‘historical cost’ of the asset—for example, the fair value of land contributed 
to the reporting enterprise in exchange for stock. If, however, the land is con- 
tributed to the reporting enterprise by a promoter or controlling shareholder, 
then the cost to the reporting enterprise is not the fair value of the land but 
instead is the historical cost of the land to the contributor (an SEC rule). (Note 
that the ‘historical cost’ of land under 6, 7, or 8 could be three different, pos- 
sibly materially different, amounts for the same parcel of land.) 

. Net realizable value, the amount of proceeds expected on sale of an asset such 

as work-in-process or finished goods less cost to complete and cost to sell. 

Current market prices in the cese of certain equity securities but not others 

such as when the owner of the equity security is said to have significant influ- 

ence but not control of the investee, in which case the so-called equity method 

of accounting is required (see 17). 

Historical cost of certain equity securities plus the arithmetic share of the 

investee’s earnings and other changes in the investee’s net assets said to be 

attributable to the investor (accounting by formula). 
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Fair value of assets at the date of the write-down of the carrying amount of 
those assets whose carrying amount was deemed to be impaired, which carry- 
ing amount after the write-down is then said to be ‘new historical cost’. 

Fair value of exchange-traded and over-the-counter derivative contracts having 
a positive value. 

Deferred income taxes, which are solely the result of computations done only 
by accountants, reduced, in some cases, by an allowance, the need for and 
amount of which is determined solely by management based on its judgment. 
Valuation allowances for certain assets, some allowances involving discount- 
ing, such as allowances for losses on individual loans where the discount rate 
is the rate of interest inherent in the loan when it was originated, and some 
allowances involving no discounting such as allowances for deferred tax assets 
and allowances for loan losses that are said to relate to portfolios of loans 
instead of individual loans. The amounts of these allowances are determined 
solely by management based on its judgment. 

The amount of cash paid for certain services to be received in the future such 
as advertising (prepaid advertising), placement of a manufacturer’s product 
on shelves in grocery stores (slotting fees), and cash advances to writers for 
books or movies to be written or scripted, at the amount of cash paid reduced 
by periodic charges made to income to allocate to income the amount paid on 
what is said to be a rational and systematic basis. 

The right, perhaps through a so-called barter exchange or by use of barter 
credits issued by a barter exchange, to buy goods or services at a price less 
than the posted price or rack price. Examples are advertising space, radio or 
TV time, or hotel ‘nights’. Such rights also arise when vendors agree that cus- 
tomers may, based on the volume of their prior purchases, buy goods or services 
in the future at a discount from the posted price. (Do you have credits for airline 
miles that you have earned that you can use for upgrades to first class or for 
free tickets?) Some people believe that such a right or credit is a future eco- 
nomic benefit that should be recognized as an asset. Let me illustrate with an 
example. Suppose I buy groceries from the nearby supermarket. The bill is 
$42.00. When the cashier checks me out and gives me my receipt, the cashier 
also gives me a coupon that allows me to buy a bottle of 100 aspirin tablets at 
$5.75 instead of the shelf price of $6.75. The price reduction of a purchase in 
the future of a bottle of aspirin tablets at $5.75 instead of $6.75 is, in the minds 
of some, a future economic benefit that should be recognized as an asset under 
today’s generally accepted accounting principles—recognized as an asset by 
allocating a portion of the $42.00 to the ‘value’ of the coupon, I suppose. I am 
not making this up. But that is the kind of goofy answer that one can get under 
today’s accounting for ‘future economic benefits’ (more on ‘future economic 
benefits’ later). My sister would shake her head in disbelief. 

The amount of cash paid for certain things that only accountants call assets, 
for example: the cost incurred by banks to originate loans receivable; the 
cost incurred by insurers to originate certain types of insurance policies; the 
cost of so-called direct-response advertising; interest cost; and finally, the cost 
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of purchased goodwill. (At this writing, some commentators are urging the 
FASB to rescind FASB Statement 2 [and Interpretation 4 thereof] which 
requires that the cost of R&D be charged to expense when incurred: those 
commentators would have corporations recognize as an asset some or all of its 
R&D expenditures.) 

And, lastly, some items that are solely the result of computations done only by 
accountants, such as amounts produced. by applying the Standards related to 
pensions and deferred income taxes. 


As to liabilities, under the current rules, some amounts are: 


10. 


. What is to be paid in cash to vendors (accounts payable), to employees (wages 


payable), to counterparties under derivative contracts, to owners (dividends 
declared and payable), to taxing authorities, sometimes based on tax returns as 
filed and sometimes based on what management of the enterprise says will be 
the final tax payable after negotiation or litigation with taxing authorities. 


. Proceeds of borrowings. 
. Refundable cash collected from customers in advance of delivery of goods or 


services to those customers. 


. Deferred or unearned revenue, which is an amount representing cash collected 


from a counterparty in return for services to be rendered, reduced by credits to 
earned revenue that are determined based on services rendéred or on what is 
said to be a systematic and rational basis. 


. Manditorily redeemable stocks generally measured at the redemption amount 


(an SEC rule, not a Standards rule). 


. A calculated amount for promises to repair or replace faulty product. 
. Fair value of exchange-traded and over-the-counter derivative contracts hav- 


ing a negative value. 


. Deferred income taxes, which are based solely on computations done only by 


accountants. 


. Whatever management of the reporting enterprise says will be a cash outflow 


in the future in respect of non-contractual bonuses to employees, ‘restructurings’, 
plant closings, or similar events. 

And, lastly, a calculated amount for pensions and post-retirement benefits 
other than pensions. 


The preceding discussion about various assets and liabilities assumes that the 
U.S. dollar is the unit of measure in the financial statements. If the unit of measure 
is not the U.S. dollar but a foreign currency, then another complexity is added 
in that the foreign currency amounts, determined using U.S. generally accepted 
accounting principles, would be ‘translated’ into U.S. dollars using the current 
exchange rate. This procedure produces different ‘historical cost’ amounts for iden- 
tical assets if there has been a change in exchange rates between the time the assets 
were acquired and the date of the balance sheet: for example, three identically 
alike IBM computers, bought at the same time for the same price and located in 
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three different countries, say Canada, Mexico and the U.S.A., would be shown at 
three different historical cost amounts in the balance sheet. 

Then, because all of these amounts are expressed in Arabic numbers, we add 
them up as if they were cut from the same bolt of cloth and call them ‘total assets’ 
and ‘total liabilities’, And reporting services such as Moodys, Standard & Poors, 
and Value Line and analysts and investors compute and use things like return on 
assets and return on equity based on this potpourri of numbers. 

What a cacophony! What the user of the financial statements hears is nothing 
but noise. It is as if each musician in the orchestra is playing from his or her self- 
selected sheet of music, one of the Three Tenors is singing in Italian, the second in 
German and the third in French, all without a conductor. 

How did all of this happen? Well, its origin lies mainly in the fact that the staff 
of the SEC, in its early days (and lately as well), would not accept write-ups of 
assets to fair value, and did not require write-downs to fair value except in extreme 
cases, because it thought the fair value numbers were too soft. Because we account- 
ants were told by the SEC that we could not put current fair values in balance 
sheets but instead had to use historical cost, we accountants set about to try to 
make income the right number. Since the 1930s when our Federal securities laws 
were enacted, we have been trying to recognize, measure, and present income 
as opposed to assets and liabilities or net assets. In trying to get the right income 
number, we often put debits and credits on the balance sheet so as not to ‘distort’ 
income. So as to time the recognition of these debits and credits in income when 
the time is thought to be ‘right’ or based on management’s intent. It is as if the 
balance sheet is a holding pen for expenditures to be released to expense sometime 
in the future when the time is right. (Visualize a pen full of sheep awaiting their 
turn to be sheared.) We defer costs on the balance sheet and try to attach them 
or match them with revenue or allocate them to income on a causal basis or what 
is said to be a systematic and rational basis. We use different inventory costing 
methods—average cost; first in, first out; and last in, first out. A reporting enterprise 
may use almost any inventory costing method except what is called ‘base stock’. 
On occasion, we see companies changing from one acceptable inventory cost method 
to another. Methods of calculating depreciation, depletion, and amortization expense 
run from accelerated methods to straight line to units of production. We often see 
changes in method. Estimated useful lives and salvage values or end values of the 
same kinds of fixed assets can vary significantly from company to company. Whether 
the carrying amounts of fixed assets are impaired is a judgment by management, 
for it is management that estimates the future cash flows from the asset in making 
the assessment about impairment. None of these deferrals, allocations, estimates of 
future cash flows, or formula-driven amounts can be verified or authenticated by 
reference to an actual phenomenon in the marketplace. 

Most of this accounting is, in the end, highly judgmental. This accounting is what 
I call ‘feel-good’ accounting. The AICPA’s Committee on Accounting Procedure 
(1939-59) promulgated accounting rules designed to get income to be the correct 
number through feel-good accounting. That is, we like the financial statement 
results even though we may not be able to articulate why the results are what they 
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are except by referring to the manner in which the amounts were determined. The 
accounting results, in many cases, cannot be audited or verified or authenticated by 
reference to any evidential matter coming from an outside source, but somehow we 
feel good about the numbers. An extreme example of feel-good accounting is from 
the Committee on Accounting Procedure in Chapter 10 of Accounting Research 
Bulletin No. 43, Taxes: Section A, Real and Personal Property Taxes, paragraphs 
10-13, which reads as follows: 


10. In practice, real and personal property taxes have been charged against the income of 
various periods, as indicated below: 

Year in which paid (cash basis), 

. Year ending on assessment (or lien) date, 

Year beginning on assessment (or lien) date, 

. Calendar or fiscal year of taxpayer prior to assessment (or lien) date, 

Calendar or fiscal year of taxpayer including assessment (or lien) date, 

Calendar or fiscal year of taxpayer prior to payment date, 

. Fiscal year of governing body levying the tax, 

. Year appearing on tax bill. 

11. Some of these periods may coincide, as when the fiscal year of the taxing body and 
that of the taxing payer are the same. The charge to income is sometimes made in full 
at one time, sometimes ratably on a monthly basis, sometimes on the basis of prior 
estimates, adjusted during or after the period. 

12. The various periods mentioned represent varying degrees of conservatism in accrual 
accounting. Some justification may be found for each usage, but all the circumstances 
relating to a particular tax must be considered before a satisfactory conclusion is 
reached. 

13. Consistency of application from year to year is the important consideration and 
selection of any of the periods mentioned is matter for individual judgment. 


roe moan op 


The best way to sum up all of those alternatives of how to account for property 
taxes is to say that the accounting is whatever makes us feel good. 

The AICPA’s Accounting Principles Board (1959-73) also issued feel-good 
accounting rules; witness pooling-of-interest accounting and amortization of the 
cost of purchased goodwill over forty years. To a large extent the FASB is doing 
the same; witness gains and losses on derivative contracts not being entered into 
earnings until the time is right; witness deferred gains and losses under pension 
accounting; witness the manner in which the carrying amount of fixed assets is to 
be assessed for impairment by reference to management’s estimate of future cash 
flows from the asset instead of the fair value of the asset; witness the judgmental 
nature by which valuation allowances for loans receivable and deferred income tax 
assets are determined. Feel-good accounting rules can be set only by and through 
a political process, that is, who has the most votes or who can shout the loudest. 
Feel-good accounting produces numbers for non-cash assets and liabilities that are 
the result of keeping income smooth or steady, or better yet, steadily increasing, 
but smoothly. To take what otherwise would be variable, lumpy earnings and smooth 
the earnings. (Visualize a huge yellow Caterpillar bulldozer pushing the hills of eco- 
nomic change into the valleys of economic change.) 

The FASB has been in business since 1973. The FASB said, in its saa 
Statement 3, issued in 1980, that it ‘expects most assets and liabilities in present 
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practice to continue to qualify under the definition in [Concepts Statement 3]’. 
These words were carried forward by the FASB in Concepts 6 issued in 1985 
(paras 170, 177). The Board in Concepts Statements 3 and 6 thus blessed—and 


poured into concrete—what was practice in the early to mid-1980s, which practice- 


continues in large measure today in 2000 in the U.S.A. Unless the FASB changes 
its conceptual framework or unless the FASB itself is changed, there will not be 
much movement away from feel-good accounting. The question arises: Is it time to 
start thinking about changing the FASB? 

Today, most articulated definitions of an asset refer to ‘economic benefit’ or 
‘future economic benefit’ or ‘probable future economic benefit’. For example, the 
FASB’s definition is ‘probable future economic benefit’. The full definition of 
assets from the FASB’s Concepts Statement 3, which originally was issued in 1980 
and which now is included in paragraph 25 of Concepts Statement 6, is as follows: 
‘Assets are probable future economic benefits obtained or controlled by a particu- 
lar entity as a result of past transactions or events’. In paragraph 26 of Concepts 
Statement 6, the FASB lists three essential characteristics of an asset, as follows: 
‘(a) it [an asset] embodies a probable future benefit that involves a capacity, singly 
or in combination with other assets, to contribute directly or indirectly to future 
net cash inflows, (b) a particular entity can obtain the benefit and control others’ 
access to it, and (c) the transaction or other event giving rise to the entity’s right to 
or control of the benefit has already occurred’. The FASB goes on, in the same 
paragraph, to say: ‘Assets commonly have other features that help identify them— 
for example, assets may be acquired at a cost and they may be tangible, exchange- 
able, or legally enforceable. However, these features are not essential characteristics 
of assets. Their absence, by itself, is not sufficient to preclude an item’s qualifying 
as an asset. That is, assets may be acquired without cost, they may be intangible, 
and although not exchangeable they may be usable by the entity in producing or 
distributing other goods or services.” THAT IS MIND-BOGGLING STUFF. I can 
tell you from experience that most accountants that I know do not understand the 
FASB’s definition of assets. Ordinary folk—investors, creditors, analysts, under- 
writers, CEOs; line managers, members of boards of directors and audit commit- 
tees, journalists, judges, and juries—are mystified by that babble. (That is one 
reason why I no longer tell people at dinner parties that I am an accountant. When 
I do, they appear to feel sorry for me, avert their eyes, and silently hope that the 
hostess has seated all the accountants together at one table away from the other 
folk.) 

The FASB’s definition of an asset is so complex, so abstract, so open-ended, so 
all-inclusive and so vague that we cannot use it to solve problems. It does not 
require exchangeability of that which is called an asset; therefore it allows all 
expenditures to be considered for inclusion as assets. The definition does not dis- 
criminate and help us to decide whether something or anything on the margin is an 
asset. That definition describes an empty box. A large empty box. A large empty 
box with sideboards. Almost everything or anything can be fit into it. The FASB, 
in its 7 September 1999 exposure draft on accounting for Business Combinations 
and Intangible Assets, is even proposing to put the cost of purchased goodwill 
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into that box. The five FASB members who assented to the publication of that 
exposure draft believe that the cost of goodwill is an asset. The two dissenters, 
who dissent for reasons unrelated to the initial accounting for the cost of pur- 
chased goodwill at the date of the business combination, in obiter dicta, say that they 
too think that the cost of purchased goodwill is an asset. A very large box indeed! 

I have seen numerous situations at the SEC, particularly in litigated enforce- 
ment cases, where there are long-winded briefs by issuer-registrants, their independ- 
ent auditors, and their expert witnesses, quoting extensively from the FASB’s 
Concepts Statement 6 to support a debit balance in the balance sheet as a fit and 
proper asset, fully meeting the FASB’s definition of an asset. One sees similar 
long-winded briefs in private, civil litigation. In that litigation, both sides, both the 
defendant and the plaintiff, and all of their expert witnesses, are citing the very 
same passages from the FASB’s Concepts Statement 6 in support of their positions 
regarding the worthiness or unworthiness of a debit balance in a balance sheet 
as an asset. What we have, then, in the lawyers’ words, are teams of swearing 
accountants—-one swearing ‘thus and so’ and another swearing ‘such and that’, 
both invoking the same words in the same literature—and they cannot resolve 
what should be a simple question: whether something is an asset. 

What generally happens in practice under the FASB’s definition of an asset is 
that assets are not recognized in the balance sheet unless the reporting enterprise 
acquires them by paying cash or agreeing to pay cash in the future, or someone 
contributes something to the reporting enterprise in return for a debt or equity 
security issued by the enterprise. Then an asset is said to have a cost. In fact, 
accountants sometimes think of the asset and talk about it in terms of its cost, not 
in terms of the asset itself or the future benefit that may fiow from it. That is, the 
asset is the cost, and the cost is the asset. For example, if an enterprise discovers 
something of value, say, oil or gold, we do not recognize it as an asset because the 
enterprise has no cost in that something. When the FASB proposed some time 
` ago that business enterprises recognize as assets things received from others in a 
so-called non-reciprocal exchange, for example, land received from a government, 
some accountants objected. One of the reasons for the objection was that the 
enterprise receiving the asset had no cost in the asset. I refer to this phenomenon 
as the cost-per-se-is-the-asset syndrome. 

I will cite some examples of costs equal assets. (I am aware that the FASB has 
said in paragraph 179 of Concepts Statement 6 that costs are not themselves. assets. 
In my experience, however, most preparers and auditors of financial statements 
continue to equate costs with assets in their conversations and in the way they 
prepare and audit financial statements. After all, the FASB said in Concepts State- 
ments 3 and 6 that then ‘present practice’ would continue, and in that practice 
costs equal assets.) The AICPA’s Accounting Standards Executive Committee, 
without objection from the FASB, issued a Statement of Position entitled Report- 
ing on Advertising Costs that says so-called direct-response advertising costs are to 
be reported as assets if the advertising activity results in probable future economic 
benefits. Thus, the cost is the asset. In oil and gas accounting, either successful 
efforts as described by the FASB in FASB Statement 19 or full cost as described 
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by the SEC in Regulation S—X, the asset represented in the balance sheet is the 
cost of finding the oil and gas reserves, not the value of the reserves themselves at 
time of discovery or any time thereafter. In FASB Statement 34, interest cost is an 
asset. In FASB Statement 60, the cost of issuing insurance contracts is an asset. In 
FASB Statement 86, the asset is the cost of developing computer software, not the 
future benefit that will flow from the software. In Accounting Principles Board 
Opinion 21, the cost of raising debt finance is an asset, a ‘deferred charge’. And, 
finally, in APB Opinion 16 and in the FASB’s September 1999 exposure draft 
dealing with Business Combinations and Intangible Assets, the cost that is left over 
in a business combination after the purchase price is allocated to the identifiable 
assets and liabilities is an asset; it is called cost of acquisition in excess of the fair 
value of net assets acquired, or cost of purchased goodwill. (In a letter dated 
15 June 2000 to the FASB commenting on the FASB’s September 1999 exposure 
draft on accounting for Business Combinations and Intangible Assets I call it a 
glob.) Along this same line, the International Accounting Standards Committee 
says that development costs, the D in R&D, may be recognized as an asset under 
certain conditions. In all of these cases, it is the cost itself that is identified as the 
asset, not the probable future economic benefit. It is this same line of reasoning, 
that a cost can be an asset, that leads some people to suggest that the FASB should 
reconsider FASB Statement 2 and allow for recognition of research and develop- 
ment costs as an asset. 

Generally, when assets are acquired for cash, the fair value of the assets ac- 
quired, or the future economic benefit, is approximately equal to the cash paid 
(laying aside the difference between bid and ask prices and costs of actually buying 
assets, such as brokers’ fees). So, at least at the date of acquisition of the asset, 
cost equals fair value and future economic benefit. (We all know that, soon after 
the acquisition of an asset, say, land, cost and fair value begin to diverge and often 
become quite far apart.) The cost of many assets recognized under the FASB’s 
definition does not, at the time of acquisition, represent anything close to the 
‘probable future economic benefit’ to be derived from the asset. For example, the 
probable future economic benefit of a successful direct-response advertising cam- 
paign may be many multiples of the cost. The cost of prepaid advertising or direct 
response advertising only by chance will be equal to the present value of increased 
net cash flows that may result because of the advertising. The future economic 
benefit of a discovery of mineral deposits generally bears no relationship whatso- 
ever to the cost of finding the deposits. The future economic benefits of a success- 
ful research and development project also bear little or no relationship to the cost 
incurred. f 

Defining an asset as a probable future economic benefit is to use a high-order 
abstraction. Under such an approach, if an enterprise owns a truck, the truck per se 
is not the asset. The asset is the future economic benefit, that is, the present value 
of the cash flows that will come from using the truck to haul lumber, or coal, or 
bread. Yet, in today’s practice, the asset represented on the balance sheet is a 
truck. Readers of the financial statements see the asset as a truck. The readers do 
not see it as the economic benefit that will come from using the truck to haul 
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lumber. I think most people, even most accountants, think of the asset as a truck 
instead of an abstraction, instead of the present value of future cash flows, or the 
future economic benefit, to be derived from using the truck to haul lumber. 

I think that we should account for real things such as trucks, not abstract future 
economic benefits. I suggest that we adopt a different definition of an asset. A simple 
one. One that is not a large empty box. One that is not a high-order-abstraction. I 
suggest that we adopt the following definition: Cash, contractual claims to cash, 
things that can be exchanged for cash, and derivative contracts having a positive 
value to the holder thereof. 

My definition would comprehend only real things, not abstractions. Real things 
such as trucks can be sold for cash. Real things can be pledged as collateral for a 
borrowing of cash. Real things can be given to charity. Exchange-traded derivative 
contracts having a positive value can be closed out for cash. The positive value of 
an over-the-counter derivative contract can be turned into cash by entering into an 
equal and offsetting contract. Abstract probable future economic benefits cannot 
be sold, pledged, or given to charity. My definition would not accept a cost as being 
an asset. A critical feature in my definition is exchangeability of the asset, which 
is explicitly not a feature of the FASB’s definition of an asset (see, FASB’s Con- 
cepts Statement 6, para. 26). 

Let me list a few of the things my definition would include. Obviously, cash. 
Obviously, claims to cash such as trade receivables, loans receivable, demand 
deposits at banks, certificates of deposit, cash surrender value of life insurance 
policies, bills, notes, and ‘bonds issued by governments, corporations, partnerships, 
individuals, and trusts. Cash paid in advance for the future use of land and build- 
ings would be included as an asset if the cash could be recaptured from the lessor 
by the lessee at its option. That definition would include raw materials, finished 
goods, common stocks issued by other enterprises, land, buildings, equipment, 
mineral deposits, air rights, water rights, broadcast rights, patents, and copyrights. 
Work-in-process inventory and fixed assets in the process of construction might 
be included if they can be sold for cash in their present condition or state. Growing 
crops would be excluded because a crop generally can’t be sold separately from the 
land, but the value of the growing crop would increase the fair value of the land, 
which can be sold. Also included would be futures, forward, option, swap, and swap- 
tion contracts having a positive value; exchange-traded derivative contracts can be 
closed out with the receipt of cash, and over-the-counter derivative contracts can 
be offset with equal and opposite contracts thereby producing cash. 

Let me list some of the things that would be excluded: any cost as such, such 
as pre-opening costs, debt issue costs, interest cost, and advertising cost. Costs of 
opening new stores or branches. Employee training costs. Costs of restructuring a 
business. Assets that arise in propartional consolidation, such as 33'/, per cent of 
cash or accounts receivable or plant held by a joint venture in which venture the 
reporting enterprise has a one-third interest would be excluded. (The one-third 
interest in the joint venture itself would, however, be an asset.) Receivables sold 
with or without recourse and thus owned and controlled by another enterprise 
would be excluded because the receivables were sold and are not owned by the 
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seller and cannot be sold again by the seller. Assets owned by others and leased by 
the reporting enterprise would be excluded for the same reason unless the lease 
itself were transferable either directly or through a sublease and had a positive 
value. ‘Prepaid advertising’ would be excluded unless the advertiser could get back 
its money at-its option or could sell the advertising space, say, a billboard or an 
appearance on someone else’s web site. Costs of R&D or only D would not be an 
asset. Nor would so-called deferred tax assets be assets. Cost of purchased good- 
will, or any other goodwill, would be excluded. It is significant to note, in that 
regard, that the Association for Investment Management and Research (1993, 
pp. 48, 49), which represents stock analysts in the U.S.A., has recommended that the 
cost of purchased goodwill not be recognized as an asset (see Financial Reporting 
in the 1990s and Beyond, Association for Investment Management and Research, 
1993, pp. 48 and 49 and AIMR’s letter to the FASB dated 7 December-1999, which 
is AIMR’s response to the FASB’s exposure draft on Business Combinations and 
Intangible Assets). 

The use of my definition of an asset would vastly simplify the practice of ac- 
counting. Vastly simplify financial accounting and reporting. I believe that it would 
appeal to investors, creditors, and other users of financial statements. I think the 
results of applying my definition would appeal to ordinary men and women who 
walk up and down Main Street in the U.S.A., and those who walk up and down 
Main Street in other countries as well. They would understand the result. My sister 
would understand the result. I think that ordinary people who are not accountants 
think that when they see an asset on a balance sheet that the asset is something 
real, and that the dollar amount associated with the asset represents value, that is, 
that the asset can be exchanged for cash for approximately the dollar amount at 
which the asset is represented in the balance sheet. That the asset can be pledged 
as collateral for a borrowing. That the asset may be given to the Red Cross. 
Accounting should not be done for the benefit of accountants. Accounting should 
result in financial statements and reports that ordinary people can understand and 
therefore be able to use to make investment and credit decisions and regulatory 
oversight decisions. 

Accountants could use my definition as a working tool. They could use it to 
identify things to be reported as assets on balance sheets. They could use it to 
identify, through exclusion, things not to be reported as assets on balance sheets, 
which is not possible today. We would dispense with all of the long-winded legal 
briefs about the fitness of debit balances as assets and the teams of swearing 
accountants. Assets would be real things. Exchangeable things. Defining assets as 
real things, and reporting those real things at their fair value, would make balance 
sheets rock solid and less prone to challenge and thereby reduce litigation against 
companies and their auditors. Would make balance sheets relevant, living docu- 
ments instead of what they are now—dimly lit basement parking garages for col- 
lections of antique costs. Assessing and auditing the recoverability or impairment 
of something that is just a cost, a cost not associated with a real thing, is more than 
hard; it’s impossible. One cannot look to the marketplace and find the value of a 
cost. All that the auditor can do is look at numbers that management puts on a 
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sheet of paper or a computer monitor about how management believes that cost 
will be recovered. That’s not gathering competent, evidential matter. That’s not 
auditing. If an auditor is allowed to accept management’s assertion about the value 
of that which is reported:as an asset instead of having to find competent, evidential 
matter from sources outside the reporting enterprise to support that value, then 
audits have no purpose or worth. Scrap audits and save the costs of audits. 

I repeat, the definition of an asset that is in use today is too inclusive, overly 
complex, and vague. It does not work. I suggest that standard setters take another 
look at the definition and include the feature of exchangeability. 

The FASB’s definition of a liability suffers from a similar infirmity as its defini- 
tion of an asset. The FASB says in Concepts Statement 6, paragraph 35, that, 
‘Liabilities are probable future sacrifices of economic benefits arising from present 
obligations of a particular entity to transfer assets or provide services to other 
entities in the future as a result of past transactions or events’. Footnote 22 ex- 
pands on those words in the definition. as follows: ‘Obligations in the definition is 
broader than legal obligations. It is used with its usual general meaning to refer to 
duties imposed legally or socially; to that which one is bound to do by contract, 
promise, moral responsibility, and so forth (Webster’s New World Dictionary, 
p. 981). It includes equitable and constructive obligations as well as legal obligations 
(pars. 37-40). 

Most people know what a legal obligation is. But most people do not know what 
an equitable or constructive obligation is, or what an obligation arising from moral 
responsibility is. Even the FASB does not know, for it has not articulated what 
those obligations are and what their characteristics are so that we can recognize 
them when we see them. Therefore, every time the FASB wants to require some 
accounting because of what the FASB sees as an equitable or constructive obliga- 
tion, or what an obligation arising from a moral responsibility is, the FASB has to 
write a detailed rule for.accountants to use in drawing up financial statements. 
Look, for example, at our accounting in the U.S.A. for workers’ pension benefits. 
Long before any benefit is vested in the employee, the FASB instructs us to recog- 
nize a pension liability. The idea is that the workers are earning the pension benefit 
over time and a liability for an equitable or constructive obligation should be 
recognized prior to vesting of the benefits. But only the FASB knows what that 
equitable or constructive obligation is, how it is defined, when it should be recog- 
nized, and how it should be measured. The ensuing liability number, computed as 
per the FASB’s formula, cannot be audited or verified except by checking the 
calculation, which is no audit at all. A perfect example of feel-good accounting. 

Yet another example of feel-good accounting is a recent phenomenon in the 
U.S.A., dating from the late 1980s and early 1990s. That is the accounting for - 
so-called restructurings. The FASB’s Emerging Issues Task Force, in Consensuses 
94-3 and 95-3, said that it is okay to recognize a liability to pay termination bonuses 
or stay bonuses to workers that will be discharged before the workers’ rights to 
that bonus are vested. EITF 94-3 and 95-3 are the ultimate in feel-good account- 
ing. Management of the enterprise recognizes a liability if it says that it will make 
future expenditures although there is no requirement for those expenditures to be 


17 


ABACUS 


made; in fact those expenditures may be avoided at will. The rationale is that 
management creates, by its proclamation to make the expenditures, a constructive 
or equitable obligation. If management does not make a proclamation about future 
expenditures for termination bonuses or stay bonuses but simply lays off workers 
and pays the workers termination bonuses in the ordinary course of business, then 
there apparently is no constructive or equitable obligation in advance of the cash 
disbursement to the terminated employee. I wonder, how loud must management’s 
proclamation be in order to create an accounting liability. 

The FASB’s definition of a liability is as infirm as its definition of an asset. We 
cannot solve the question, at the margin, of what is and what is not a liability 
because the definition is so open ended. 

I suggest that we define liabilities by reference to future cash outflows required 
by negotiable instruments, by contracts, by law or regulation, by court-entered 
judgments or agreements with claimants, and derivative contracts having a negat- 
ive value. 

I think that a liability recognizable for accounting purposes should be one of the 
following: 


1. A future cash outflow required by a negotiable instrument, such as a recourse 
promissory note, issued by the reporting enterprise, and accrued interest thereon. 
(The unpaid amount of a non-recourse note secured only by a specific asset 
would be netted against the fair value of the asset for it is only the net amount 
of cash that the owner could get on sale of the asset. If the amount of unpaid 

: debt exceeds the fair value of the asset, there is no liability to report because the 
future cash outflows related to the debt may be avoided at will by walking away 
from an asset having a net value of zero.) 

2. A future cash outflow required by the terms of a contract under which the 
counterparty has completed his/her/its obligations. Examples are (a) accounts 
payable to suppliers of goods, which goods have been delivered to and accepted 
by the reporting enterprise, (b) accounts payable to suppliers of services where 
the counterparty has performed according to the terms of the contract, (c) sal- 
aries and wages for work done by employees, (d) deposit accounts of banks and 
thrifts, (e) death benefits payable to beneficiaries under life insurance policies as 
a result of the insured’s death (not an actuarially determined amount but the 
actual amount payable to the owner’s estate or other beneficiaries), (f) vested 
pension benefits as to working and retired employees in excess of the fair value 
of any pension plan assets held by trustees, which assets may be used to pay 
only pension benefits, (g) amounts payable to counterparties under derivative 
contracts, (h) outstanding stock of the reporting enterprise, which stock must, 
by its terms, be redeemed for cash by the reporting enterprise (manditorily 
redeemable stock), and (i) future ‘dividends’ on issued and outstanding stock 
that unconditionally must be paid in cash by the reporting enterprise, including 
cumulative dividends on so-called perpetual preferred stock. 

3. A future cash outflow required by a contract at the option of the counterparty. 


Examples are (a) sales returns by customers, (b) warranties related to defective - 
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product (in which case the cash outflow may be for parts and labour to fix the 
product), (c) cash surrender value of life insurance contracts issued (not an 
actuarially determined amount but the actual amount refundable to owners of 
the policies at the owners’ requests), (d) refundable portion of magazine sub- 
scriptions, (e) refundable portion of fire, flood, and other casualty insurance 
premiums, (f) refundable portion of cash collected in advance from a counterparty 
prior to the reporting enterprise’s having delivered goods or services to the 
counterparty, as to which amount the counterparty would have an enforceable 
claim if the reporting enterprise fails to deliver the goods or services, (g) claims 
payable to insureds under various kinds of insurance policies. 

4. A future cash outflow required by a Federal, State or local law or regulation. 
Examples are (a) amounts withheld from employees’ salaries to be remitted 
to a governmental body by the reporting enterprise, (b) sales tax, value-added 
tax, or similar tax collected by the reporting enterprise from its customers to 
be remitted to a governmental body by the reporting enterprise, (c) tax based 
on taxable income or taxable capital of the reporting enterprise (the amount is 
to be determined by reference to the tax return filed or to be filed, not some 
greater or lesser amount to take into account contestable or negotiable mat- 
ters), (d) decommissioning of nuclear plants, and (e) remediation of contamin- 
ated water or ground. 

5. A future cash outflow that would be required on default or rescission of an 
executory contract that is unperformed as to both counterparties. Examples of 
executory contracts are those for the use of property (leases) and those to 
acquire property (inventory purchases.) 

6. Derivative contracts (futures, forwards, options, swaps, and swaptions) having 
a negative value over and above the amount of cash currently payable, which is 
included in 2(g) above. 

7. A future cash outflow required by a court-entered judgment or an agreement 
with a-claimant. An example is a future cash outflow to an employee or an 
outsider as a result of a claim relating to a bodily injury. 


Under the above definition of a recognizable liability, a proclamation by man- 
agement that it intends to make certain future cash disbursements, no matter how 
loud that proclamation, would not qualify as a recognizable liability. For example, 
a proclaimed intention to pay year-end cash bonuses to employees would not be a 
recognizable liability if management may change its mind and not pay the bonuses 
and if no law or regulation requires that the bonuses be paid. An announced inten- 
tion to pay termination bonuses, or stay bonuses, to employees who eventually 
may be terminated pursuant to a ‘restructuring’ also would not be a recognizable 
liability if no contract or law or regulation requires the enterprise to terminate the 
employees and pay the termination bonuses. An announced intention to spend more 
money than is required by law to remediate contaminated ground would not be a 
recognizable liability for the expenditure may be avoided at will without penalty. 

No ‘reserve’ or ‘valuation allowance’ or ‘provision’ of any kind would be a 
recognizable liability or an offset to any asset amount. Journalists, judges, and other 
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ordinary folk think that ‘reserves’ or ‘provisions’ are vessels containing green money. 
This is evident from reading the Wall Street Journal, The New York Times, legal 
briefs, and court opinions. We need to get rid of the terms ‘reserves’ and ‘provisions’. 

Computed amounts would not be recognizable liabilities under the definition, 
for example, deferred tax liabilities, actuarially determined amounts of pension 
benefits to be paid to working and retired employees, and actuarially determined 


amounts payable to owners of life insurance policies or the beneficiaries of the - 


policies. 

As I define assets to be recognized in balance sheets, they are the reporting 
enterprise’s cash, claims to cash, and other things that are owned by the reporting 
enterprise and are exchangeable for cash. As I define liabilities to be recognized in 
balance sheets, they are the reporting enterprise’s future cash outflows. All recog- 
nized assets and liabilities would be reported at fair value. True North. 

‘Fair value’, of course, needs to be defined. The FASB’s definition of the fair 
value of an asset is as follows, from paragraph 7 of FASB Statement 121: ‘The fair 
value of an asset is the amount at which the asset could be bought or sold in a cur- 
rent transaction between willing parties, that is, other than a forced or liquidation 
sale’. (The definition of fair value for a financial instrument in FASB Statement 
107 is, except for a minor wording difference, the same as in FASB Statement 121.) 
That definition does not work very well. Owners of assets often contend that they 
would not be willing sellers at the prices offered by potential buyers. Owners 
also often contend that, because of lack of liquidity, ‘abnormal’ market conditions, 
whatever abnormal is, or because of other reasons, prices being offered by poten- 
tial buyers are for ‘forced’ or ‘liquidation’ sales. Those matters are so judgmental 
that the FASB’s definition does not work at the margin. I have seen it not work in 
enforcement cases at the SEC where respondents will not write down the carrying 
amount of assets because they say the prices being bid are for forced or liquidation 
sales and that the respondents would not be willing sellers at those prices. So, the 
Standard does not work. 

I would define fair value of assets as follows: The estimated amount of cash the 
asset would fetch in an immediate sale whether or not under duress, without re- 
course or guarantees, less the estimated amount of cash that would have to be paid 
out to accomplish the sale. This suggested definition is clear and permits no judg- 
ments about the state of the market or the willingness of the seller to sell at prices 
being offered or bid by potential buyers. 

I would define the fair value of liabilities as follows: The least amount of cash 
that the counterparty would accept in an immediate and complete liquidation of 
his/her/its claim against the reporting enterprise. 

Let me list a few of the beneficial effects that adoption of my proposal would have. 


1. Users of financial statements and reports would understand the line-item 
descriptions and numbers in the balance sheet, namely, what the reporting 
enterprise owns and what it owes, with all measurements based on immediate 
cash prices. True North. There would be no balance sheet deferrals followed 
by (arbitrary) allocations of those deferred amounts to future periods. There 
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would be no need for pages and pages of footnotes that describe the recondite 
procedures used to calculate amounts in financial statements as now is the 
case. However, there would need to be disclosures about the assumptions 
made in estimating the fair value of assets and liabilities so that users of the 
financial statements would be fully informed. 

. Financial accounting and reporting under my approach (a) would be vastly 
simpler than what we have today, and (b) would be understood by investors, 
creditors, underwriters, CEOs, line operating managers, analysts, journalists, 
editors, lawyers, judges, US Senators and Representatives, and ordinary folk 
who walk up and down Main Street here in the U.S.A. and in other countries. 
Members of boards of directors and audit committees would understand the 
line-item descriptions and numbers in the balance sheet. Corporate govern- 
ance would take a quantum stride forward. 

. Fraud in audited financial statements would virtually cease to exist because 
opportunities for cooking the books no longer would be available. Auditors 
would be responsible, as they are today, for auditing cash and other transactions 
involving assets (as defined herein). Auditors would confirm with banks the 
amount of cash on deposit. Auditors would confirm with counterparties the 
amounts owed to the enterprise. Auditors would confirm payables with counter- 
parties. Auditors would observe inventory counts. Auditors would go to out- 
siders to get opinions from outsiders regarding what the outsiders believe are 
the fair values of the enterprise’s individual, exchangeable assets. Auditors 
would go to outsiders to get opinions about the fair value of the enterprise’s 
liabilities. Auditors could not accept management’s opinion about the fair value 
of assets or liabilities unless that opinion were corroborated by outsiders. In 
other words, auditors would get competent evidence supporting management’s 
assertions in the balance sheet. That's what auditing should be about. For an ` 
exhaustive discussion of what auditing should be about, I commend to all Peter 
Wolnizer’s book, Auditing as Independent Authentication (1987). 

We in the U.S.A. have seen many frauds that were perpetrated by so-called 
improper revenue recognition. We have laboured to try to write rules for when 
and in what amount revenue may be recognized. We have lots of rules telling. 
us when revenue may be recognized and how to measure it. The latest iteration 
is the SEC’s Staff Accounting Bulletin 101, issued 3 December 1999. But, 
looking at revenue recognition as being the problem is to look down the wrong 
end of the pipe. Every line item and every amount in the income statement (or 
in a statement of changes in net assets as I would have in my scheme of things) 
is fathered in the balance sheet. There is no sales transaction to report until 
the enterprise receives cash or a promise by the counterparty to pay cash. 
Auditors should look at the balance sheet. That’s were the DNA is. Auditors 
should ask a commercial bank or a factor what amount of cash it would pay, 
without recourse or guarantees, for the receivable arising from the sale. If the 
bank or factor says 100 or 95 or 84 or 39 or zero, then report the receivable, 
and therefore the sale, at that amount. Then disclose the name of the bank or 
factor that gave the opinion so that users of the financial statements will know 
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who gave the opinion. Under my scheme of things, fraudulent financial report- 
ing because of improper revenue recognition would disappear. 

. The FASB could stop writing complex accounting rules, which no one except 
accountants understand, and not very many accountants at that. The FASB, 
or some other body, would have to develop standardized valuation techniques 
for use by reporting enterprises and outside valuation experts when estimating 
the cash sales price of an asset if there is no liquid market for that kind of an 
asset. Guidance would be necessary to estimate the cash sales price of many 
fixed assets, for example, a railroad between Massachusetts and Florida, a 
petrochemical plant in Texas, a shoe factory in Brazil, a semiconductor manu- 
facturing facility in Taiwan, and a salmon farm in Scotland. 

Nowadays, we have amounts in balance sheets for fixed assets that are just 
numbers; the numbers have no information content whatsoever. Depreciation 
lives, methods and salvage values are (almost) whatever management wants 
them to be. Whether the carrying amount for those fixed assets is impaired is 
determined by reference to all of the future, undiscounted cash flows attribut- 
able to the assets—cash flows projected by management as far as the eye can 
see. What an irrelevant methodology. 

Let’s assume that a company owns a fleet of commercial aircraft having a 
cost of 100. The value of aircraft declines to 80 because the price of fuel goes 
up but the owner of the aircraft cannot put through increases in the price of 
tickets sold to passengers. Under the current standard in the U.S.A., so long as 
ali future net cash flows related to the aircraft, projected as far as the eye can 
see, without reduction for risk and the time value of money, equal or exceed 
100 no write-down is made to reduce the carrying amount of the aircraft to 80. 
I used as an example a fleet of aircraft because we can learn the going price 
of aircraft fairly easily and at little cost. The concept is the same for any asset 
as to which there are not readily available price quotations, such as a railroad 
or a petrochemical plant or a shoe factory or a computer chip manufacturing 
plant or a salmon farm. (I would point out that there are many kinds of assets 
as to which the fair values can be obtained from outside parties at a relatively 
small cost considering the information value of those fair value amounts. Ex- 
amples are land-, air-, and ocean-going transportation equipment, pipelines, 
office buildings, apartment buildings, shopping malls, warehouses, mineral 
reserves, and maybe even satellites.) 

FASB Statement 15, Accounting by Debtors and Creditors for Troubled 
Debt Restructurings, was issued in 1977. Before being amended by FASB State- 
ment 114, FASB Statement 15 said that the total of all future cash inflows 
related to a receivable were to be compared to the carrying amount of the 
receivable to measure any loss on the receivable. So long as the undiscounted 
future cash inflows, no matter how distant, equaled or exceeded the carrying 
amount of the receivable, no loss was to be recognized. Never mind that the 
fair value of the receivable or the underlying collateral might be far less than 
its carrying amount. Statement 15, issued in 1977, retarded the thinking of 
an entire generation of accountants and significantly increased the U.S. gov- 
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ernment’s losses in the S&L mess in the 1980s because losses kept growing, 

and piling up on balance sheets, but were not recognized as such in income 

statements under Statement 15 until the Federal government took over the 
assets. U.S. taxpayers then took the hit in the S&L bailout. Although the FASB 
somewhat, but not completely, fixed the loan-loss measurement problem in 

FASB Statement 114, Accounting by Creditors for Impairment of a Loan, issued 

in 1993, the FASB then repeated the same FASB Statement 15 mistake in 

1995 when it issued Statement 121, Accounting for Impairment of Long-Lived 

Assets to be Disposed Of. Statement 121 says to look to the total of future cash 

inflows from long-lived assets, no matter how distant, compare that undiscounted 

amount to the carrying amount, and recognize no loss unless the total cash 
inflows are less than the carrying amount, even though the fair value of the 
asset might be significantly less than the carrying amount. The thinking of yet 

another generation of accountants is being retarded now under Statement 121. 

. The debate over purchase versus pooling accounting would disappear. With 

all assets (as defined herein) and liabilities (as defined herein) being reported 

as such in the balance sheet, and all at fair value, every business combination 
would be reported by combining the assets and liabilities of each party to the 
business combination—all at fair value. No debate about who acquired whom. 

No debate about whether the cost of purchased goodwill is an asset. 

. The debate over accounting for stock options issued to employees would not 

exist. No cash or other asset goes out of the enterprise and no obligation to pay 

cash arises when a stock option is granted or exercised, so there is no decrease 
in assets or net assets and therefore nothing to account for except for the cash 
received when the option is exercised. When the attention is on cash inflows 
and cash outflows and changes in the fair values of real assets and liabilities, as 
it is in my proposal, it is clear that the issuance of stock options to employees, 
and exercise of those options, is a rearrangement of the ownership interest 
between the various owners and potential owners—not a decrease in corporate 
assets. The value of what one owner relinquishes to a potential new owner or 

a new owner is not imputed to the reporting enterprise. The reporting enter- 

prise accounts for its assets and changes in them, not its owners’ assets. 

. Earnings management would disappear as an issue. In the U.S.A., I have seen 
earnings being managed almost at will by chief executive officers and chief 
financial officers. Loading accrued liabilities or ‘reserves’ in good times and 
drawing them down in lean times. Or drawing down reserves or estimated 
liabilities, such as for warranties, whenever it is necessary to ‘make the numbers’. 
Changing assumptions so as to time the recognition of write-downs of the cost 
of long-lived assets instead of when the value actually declined. Projecting net 
cash inflows, or increasing net cash inflows, as far as the eye can see to justify 
not writing down the cost of long-lived assets. Earnings management is a scourge 
in the U.S.A. Earnings management is the ultimate in accounting gimmickry. 
By participating in this gimmickry, accountants not only have cheapened their 
image but have raised serious questions about the substance of what they do 
as well. - 
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. We could stop arguing with banks about the size of their allowances for loan 


losses. Whether such allowances may be recognized only for loans that are 
already bad or for loans that may go bad as well. The loans would be reported 
at their fair value, which comprehends all credit risk. I know that we will need 
guidance from the FASB, or some similar body, on how to estimate those fair 
values, but at least then we would be trying to get a relevant number that can 
be audited by reference to an outside source instead of.an allowance that is 
determined judgmentally by management as it is today. 


. We no longer would be arguing with banks and insurance companies about 


whether their bond holdings are for trading, held for sale (not trading), or held 
to maturity, with each of the three approaches producing a different income 
number. Going through these convoluted discussions gives accounting and 
accountants a bad name. Ordinary folk think that we accountants are practicing 
a dark art. 

Huge gains and losses, mostly losses, on sale or discontinuance of assets would 
disappear. Users of financial statements today have a hard time interpreting 
how these gains and losses should be factored into previously reported income 
from an analytical standpoint. Changes in fair value of assets would be recog- 
nized as changes take place, not on sale or discontinuance. 

It is now in vogue in the U.S.A. for the directors to discuss with the outside 
auditor what the auditor thinks about the ‘quality’ of the company’s account- 
ing (see Recommendation 9 of the Report and Recommendations of the Blue 
Ribbon Committee on Improving the Effectiveness of Corporate Audit Commit- 
tees, issued in 1999, at www.nyse.com, and the AICPA’s Practice Alert 2000— 
2, dated February 2000, entitled Quality of Accounting Principles—Guidance 
for Discussions with Audit Committees). That dialogue would not be necessary 
under my proposal. The basis of every company’s financial statements would 
be the same as every other company’s: what the company owns and what is 
owes, with the fair values of those things being determined by reference to facts 
or opinions received from outsiders instead of being based on a management- 
determined number. True North. 

Students who aspire to be accountants could learn financial accounting and 
reporting in a very short time. As it is now in the U.S.A., students must have 
five years of university study to become certified public accountants. Although 
I taught a few staff training courses when I was in public practice, I have no 
training on how to teach. However, I venture that I could teach students in one 
year, maybe less, how to do financial accounting and reporting my way. Thus, 
graduating students would not be so deeply in debt on student loans as they 
are today when they graduate. 


Estimating cash selling prices for assets for which there is no ready market 
would be the largest challenge in implementing my proposal. We can’t look up 
prices for most assets in business publications. We would need guidance from the 
FASB, or some similar body, on how to estimate those prices. The FASB soon will 
face; that issue if and when it requires that all financial instruments be reported 
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at fair value. Developing that. guidance no doubt would give rise to debates about 
how to estimate those prices. What kinds of models to use in estimating those 
prices. What the inputs to the models should be. That debate would, however, be 
about something that would be important and relevant for making investment and 
credit decisions. Currently, the debates that the FASB has with its constituencies 
about when to report and how to measure various assets and liabilities are not 
debates but are (shouting) arguments about whether a particular expenditure is 
an asset or an expense and recondite procedures to be used to compute financial 
statement amounts, for example, pension liabilities and deferred taxes. The only 
reason that the FASB wins these arguments is a political one, to wit, the SEC 
requires that public companies in the U.S.A. follow the FASB’s rules. Resolution 
of such debates should turn on relevance of information, logic, merit and sub- 
stance, not political clout. 

My accounting would be simple. It would have a simple, singular focus—cash. 
All assets and liabilities would be stated at fair value. We all would know where 
north lies on that accounting compass. The results of the accounting could be 
audited or verified or authenticated by auditors by reference to facts and opinions 
about the fair values of assets and liabilities—facts and opinions obtained from 
people outside the reporting enterprise. Real auditing. Investors, creditors, under- 
writers, analysts, CEOs, line managers, members of boards of directors and audit 
committees, lawyers, judges, regulators, journalists, editors, U.S. Senators and 
Representatives, and ordinary people who walk up and down Main Street here in 
the U.S.A. and other countries as well would understand that accounting. My sister 
would understand it. 
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Incidents of research misconduct, especially falsification, in the hard sci- 
ences and medicine have been widely reported. Motives for misconduct 
include professional advancement and personal recognition. Account- 
ing academics are under the same tenure, promotion and recognition 
pressures as other academics; and, without the life-and-death issues of 
medical research, rationalizing misconduct in accounting research seems 
much easier. It is reasonable to assume that dishonesty has occurred, even 
if little evidence exists about its prevalence. Further, accounting research 
can influence tax policy and market conditions, affecting people’s lives. 
This study is, to our knowledge, the first attempt to survey accounting 
researchers directly as to their ethical practices; it uses the randomized 
response technique of addressing sensitive questions. To maximize its re- 
levance to the most respected accounting research, this questionnaire was 
sent only to the most prolific researchers at U.S. colleges and universities— 
those who have published in the ‘top thirty’ accounting journals. The results 
indicate that serious misconduct has occurred among these established 
accounting researchers. The estimated percentage of seriously tainted 
articles in the top thirty accounting journals, based on self-reporting, 
is about 4 per cent, while the respondents on average believe that about 
21 per cent of the literature is tainted. Faculty who were tenured more 
recently provide higher estimates of the falsification rate, and attribute 
more of the cause to external factors like tenure pressure. The article 
concludes by discussing implications and offering policy recommendations. 


Key words: Accounting; Ethics; Fraud; Research; Scientific method. 


Both the popular and academic press have noted the presence of falsified research 
in the hard sciences and medicine. Recently, front-page stories in major U.S. news- 
papers have reported that a cell biologist at Lawrence’ Berkeley Laboratories 
resigned after investigators with the U.S. Office of Research Integrity of the Depart- 
ment of Health and Human Services concluded he falsified key data tying cancer 
to electrical power lines (Broad, 1999; Schevitz, 1999). In another dramatic instance, 
a panel of scientists called falsifications by two German biomedical researchers 
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‘unprecedented’ and alleged that they either manipulated or made up data (Koenig, 
1997). Desruisseaux (1999) concludes that fraud permeates all areas of academia 
and has become a worldwide epidemic. 

Some scientists complain that a few rare instances of misconduct have received 
too much attention, and that the very nature of scientific experimentation results in 
the self-correction of errors in earlier research. In response to charges that scient- 
ific misconduct is overblown, Gunsalus (1997) notes that little data are available 
about the accuracy of scientific literature. Similarly, Davis (1999, p. 55) recognizes 
the newness of the field of research ethics and the importance of determining, first, 
whether there is a ‘problem of research conduct or only the impression of one 
... [and if one exists] its extent and cause’. 

This same state of knowledge clearly exists concerning accounting research, and 
we cannot afford overconfidence.' Accounting academics face the same internal 
and external pressures as other academics. They, too, ‘wish to be recognized by 
their peers'or, at a minimum, be promoted and granted tenure. However, scientists 
researching medical treatments have another, offsetting external pressure—the 
potential for their research to cure or kill—that isn’t present in accounting research. 
Therefore, given that medical scientists have falsified research, we can expect the 
same of accounting researchers. In addition, although accounting. research will 
not cure cancer, it can have real economic consequences and affect people’s lives 
through its influence on tax policy and market conditions, for example. 

Why would a person who feels called to become a scholar subvert the process 
itself? Kohn (1986) notes that a variety of factors play a part in the choice of an 
academic career—including mere chance as well as the obvious family/peer influ- 
ence and the lure of worldly success. Citing psychiatrist R. A. Kubie, Kohn notes 
that scientific researchers (including, it is argued here, accounting academicians) 
undergo a long period of intense training, during which their own emotional prob- 
lems may be overlooked. Hence they may complete their training with a variety of 
unresolved neuroses. Kubie reported several instances of neurotically induced fraud 
from his clinical experience with scientists. Furthermore, after much preparation 
for a career in academia, success is not assured. ‘Rewards for industry, perseverance, 
imagination, and intelligence are often accidental: success or-failure are determined 
by chance’, as whether one’s research results are statistically significant. ‘Because 
of the long educational period candidates for a research career have to undergo, 
they have few opportunities to confront themselves with external reality. The edu- 
cational process may thus select people who subconsciously desire to escape the 


1 Davis and Ketz (1995, p. 318) call the notion of the scientific method as a self-correcting mechanism 


‘patently false’. Broad and Wade (1982), who provide a chilling account of the history of scientific 

. fraud, report that during the 1981 U.S. Congressional hearings, ‘[Al] Gore and his fellow Congress- 
men were moved to visible amazement and then anger at the attitudes of the senior scientists they 
had called as witnesses’ (p. 11).. The scientists were ‘confident that their existing self-correcting 
mechanisms made fraud a no-win venture, [and] could not acknowledge it as a problem that might 
go beyond the mental imbalance of a few individuals... Yet their stance was undercut that day by 

` the very rational testimony of ...a Harvard medical researcher who had confessed to inventing an 
experiment... He was clearly not irrational’ (p. 13). 
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external reality ...[W]hen a hard working and even brilliant [researcher] encoun- 
ters a series of unsuccessful experiments, which delay his planned and expected 
progress, he may be tempted to cut corners’ (Kohn 1986, pp. 194-5). 

Davis (1999) notes that ‘Work on the ethics of scientific research has a relatively 
short history ...I think we may usefully date [the formal study] of research ethics 
from 1982... Not much was written about the ethics of scientific research until a 
series of scandals in the 1970s aroused interest in the faking of research’ (pp. 48- 
9). Davis also notes that ‘discussion of research ethics has so far been limited to 
empirical research’ (p. 47), and largely in the biomedical disciplines. The attention 
to empirical research is understandable because the methods are more susceptible 
to manipulation and falsification than analytical research. f 

Previous surveys have identified the ethical practices that accounting researchers 
(and others) consider to be severe violations of ethics. Our question concerns the 
prevalence in actual practice of the subset of such violations that would result 
in false or unsubstantiated ‘knowledge’ being introduced to the literature. We use 
the well-established ‘randomized response’ technique, which ensures respondents’ 
anonymity, to ask about acts that would lead to reporting false research results. 


PREVIOUS RESEARCH 


Consciousness of research ethics in accounting has risen in recent years, paral- 
leling that in other disciplines. Keys and Hendricks (1984) proposed a code of 
ethics for accounting research that was built on those of the American Psycho- 
logical Association, the American Sociological Association and the American 
Marketing Association.’ Crain and Carruth (1992) discuss two broad categories 
of unethical practices: (a) activities that affect the validity of the results, from 
fraud and misrepresentation to careless errors; and (b) reporting and publishing 
practices, such as dividing one research project into a number of different publica- 
tions and using the same data more than once. In the first category, they mention 
‘the slight modification of data to more closely resemble the expected outcome 
[and] the use of a wide variety of statistical models . . . to obtain attractive results’ 
(p. 30). Davis and Ketz (1991) discuss Babbage’s classification of scientific miscon- 
duct into four areas: hoaxing—the attempt to trick someone else; forging—the 
production of false data; trimming—the manipulation of data to ensure a favourable 
result; and cooking—the suppression of data. Several accounting studies have 
attempted to measure attitudes towards such practices and to assess their prevalence 
in accounting literature. 


Attitudes Towards Research Falsification 

Borkowski and Welsh (1998) reported the results of a survey of ninety-five 
accounting-journal editors about the ethics of author, editor and reviewer prac- 
tices. Editors rated various practices on a five-point scale. As expected, ‘deliberate 


2 For a recent discussion of expanding the marketing code of conduct to include marketing educators, 
see Sirgy (1999). 
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falsification. or fabrication of data or information’ was rated as the most unethical 
practice. It was viewed as more damaging than plagiarism, perhaps because it 
introduces false information, whereas plagiarism might not. 

Engle and Smith (1990) sent a questionnaire to 700 randomly selected faculty 
members, eliciting their opinions on the ethical propriety of faculty participation in 
twenty-nine questionable activities, including falsification of research data. Of the 
245 respondents, 97 per cent felt that falsifying data warrants extreme reprimand 
or dismissal. These attitudes closely parallel those of medical researchers surveyed 
by Korenman et al. (1998). 


Prévalence of Serious Research Misconduct 

Crain and Carruth (1992) mention the general lack of hard evidence document- 
ing unethical accounting research activities. They discuss the motivations for such 
activities, including the pressure for promotion and tenure, the competition to 
get into the top journals, and the pressure for accreditation. Bamber er al. (2000) 
discuss several cognitive biases that cause reviewers to look more favourably on 
manuscripts that reject the null hypothesis and that are consistent with prevailing 
beliefs. Researchers generally are aware of these biases and may be motivated to 
alter research that does not meet these criteria. Lindsay (1998) suggests that ac- 
counting researchers often engage in activities which inflate statistical significance 
(understate œ level)—ignoring the effect of multiple tests, arbitrary selection of 
variables in multiple regression analysis, and data mining. An example of such 
behaviour appears in the comments of one editor surveyed by Davis and Ketz 
(1995, p. 324), who mentioned that he had asked an author to perform transforma- 
tions on data that appeared to be autocorrelated. The editor later saw the paper 
published in another journal with exactly the same regressions, but with no men- 
tion of the autocorrelation coefficients. Another editor in the same study (p. 323) 
reported seeing at least five cases where authors determined the theory and hypo- 
theses after running the tests so they could report the strongest possible results 
Davis and Ketz (1995) surveyed editors, editorial board members and ad hoc 
reviewers of top tier accounting journals, asking if they had detected incidents 
of research fraud, and if they had not, to what extent they believed it was happen- 
ing. Following the classifications from their 1991 article, their results showed at 
least some observation of forging (5 per cent), trimming (7 per cent), and cooking 
(24 per cent). The respondents’ belief that such misconduct occurred was even 
higher. Twenty-nine per cent of respondents believed that forging took place, 
50 per cent trimming, and 78 per cent cooking. Even if these subjects suspected 


? We do not intend to demean exploratory studies, and accounting research is a fairly young discipline 
in which unexpected results deserve follow-up. However, one cannot treat the statistical values from 
multiple tests the same way as those from single tests. Lindsay (1998) goes on to state how little 
attention accounting researchers pay to this problem, which has generated much discussion in other 
disciplines, such as psychology. Along similar lines, accounting researchers have not paid sufficient 
attention to the issue of statistical power (Borkowski et al., forthcoming). Furthermore, Bamber 

. etal. (2000) note that accounting researchers may have overgeneralized early research, ignoring the 
sensitivity of that research to the selected design choices. 
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these actions were taking place in only a limited number of submissions to the 
accounting literature, the problem. is serious. 

Choo et al. (1993) tested compliance with the data availability requirements of 
The Accounting Review. Their results indicate a low willingness to comply, from 
which Choo et al. infer low reliability of the research results. They also note that 
the vagueness of the disclosure policy, in which authors are merely encouraged to 
make their data available, allows much latitude to circumvent its intention. 

The Engle and Smith (1990) study also asked for the subjects’ perception of 
faculty involvement in research misconduct. Although the majority believed that 
very few of their colleagues falsified data, the perception that at least some do so 
is disturbing. Similarly, Borkowski and Welsh (1998) had their ninety-five journal- 
editor respondents estimate frequency of occurrence, and obtained an average 
frequency estimate of 2.26 for falsification and fabrication acts, where 1 = often, 
2 = sometimes, and 3 = never. 


The Randomized Response Technique 

Because many types of research misconduct are difficult to detect by direct obser- 
vation or indirect inference, some means of self-reporting is a valuable approach 
to investigating the problem. Even with the strongest assurances of anonymity, 
however, fear that survey instruments can be traced to respondents may lead to 
under-reporting. The randomized response technique (RRT) can reduce this bias 
in many situations. Under the RRT, a subject is given two questions—one sensitive 
or incriminating and the other non-sensitive. The RRT uses a random number 
generated by the subject (e.g., from a coin toss or the serial number on a piece of 
currency) to determine which of the questions the subject should answer. In this 
way, only the subject knows which question they answered, but the researcher 
can derive estimates concerning the sensitive question. Warner (1965) originally 
developed the RRT for use with dichotomous responses, such as yes or no. 
Greenberg et al. (1971) expanded the technique to quantitative data, allowing 
responses on a continuous scale.“ 

The RRT has been used to elicit responses to sensitive questions in several areas 
of accounting and auditing. Buchman (1983) studied the reliability of auditors’ 
working papers. Buchman and Tracy (1982) studied premature sign-offs by aud- 
itors using both conventional direct-response questionnaires and the RRT. They 
found more honest responses to sensitive questions in the RRT condition. Reckers 
et al. (1997) also found that auditors reported a higher incidence of early sign-offs 
using the RRT than using a direct method, lending further evidence that the RRT 
elicits true responses. The RRT also has been used to detect the levels of false 
sign-offs of auditing procedures by all levels of governmental auditors (Berry et al., 
1987) to measure the perceptions of managers about the deterrent effect of exter- 
nal and internal auditors (Schneider and Wilner, 1990) and to estimate violations 
of the AICPA Code of Conduct by practising accountants (Gibson and Frakes, 
1997). 


* Fox and Tracy (1986) provide a good summary of randomized response techniques. 
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Attribution Theory 

The factors prompting researchers to perform dishonest acts are clearly of interest, 
and would figure prominently in efforts to discourage such acts. Attribution theory 
recognizes a human tendency to attritute causality along a spectrum from ‘internal’ 
to ‘external’ (see, e.g., Arrington et ai., 1985), and this internality dimension seems 
useful for our early investigation. Furthermore, it may be particularly easy to con- 
ceptualize and access in memory (Channouf et al., 1999). Tenure pressure, which 
we view as an external force, often is cited as a cause of ethical violation. Internal 
drives, such as a desire for recognition, also exist, and were the motivation for 
some of the more spectacular cases cf fraud reported by Broad and Wade (1982). 


RESEARCH DESIGN 


This study builds on the previous work on accounting research misconduct by 
using the RRT technique to ask sensitive questions about personal behaviour. To 
maximize its relevance to the most respected accounting research, the question- 
naire was sent only to the most prolicic researchers employed by U.S. universities, 
based on the number of publications in the top thirty accounting journals. 


Selection of Subjects 

As a first effort to investigate the question of serious ethical violations, we chose to 
survey the most productive researckers for two reasons. First, if violations have 
occurred among this group, then we can have some confidence in their substantive 
importance, because these researchers’ contributions have been substantial and 
influential. Second, this group represents a sort of ‘acid test’, because ‘if the gold 
rusts, what will the iron do?’ Accordingly, our first sample consisted of accounting 
academicians who have published eight or more articles in the top thirty account- 
ing journals, based on the journal ranking that Hasselback er al. (1996) summar- 
ized from a review of past surveys of accounting faculty. Following the successful 
collection of that sample, we decided to send a second ‘wave’ to persons who have 
published five to seven articles in these journals. 

A total of 330 accounting faculty members met the eight-publication criterion 
and were employed by U.S. universities during fall 1997. A similar number (333) 
met the criterion of five to seven putlications. We omitted persons located outside 
the U.S. (about twenty persons) because business-reply envelopes are limited 
to the U.S., and other forms of response would disclose subjects’ identity. Each 
subject received a package like the one shown in Appendix A, but with two manip- 
ulations described below. 


Choice of Violations’ 

We chose to study only intentional violations that would affect the truthfulness of 
research reports. Thus, based on th= violations enumerated by Engle and Smith 
(1990), Davis and Ketz (1991), and Resnik (1998), as well as discussions with 
colleagues, we arrived at the list shown on the questionnaire (called ‘Instructions’ 
in Appendix A). 
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Survey Design 

The Instructions sheet requires the respondent to flip a coin three times. If the coin 
lands ‘heads’ all three times (probability = 1/8), then they are to respond to one 
question; if a ‘tail’ appears on any of the three tosses (probability = 7/8), then they 
respond to an alternative question. Thus, even if we could identify the respondent 
(which we cannot) we could not know whether any individual is answering the 
sensitive question (about their own behaviour) or the nonsensitive question (about 
behaviour of the general population). The statistical methods of Greenberg et al. 
(1971), however, allow the estimation of means and standard deviations for both 
questions. 

In addition to the main question about ethical violations, we directly asked 
subjects how long they had been tenured (to investigate changes across time, and 
as a proxy for the time period of their research productivity), and for their opinion 
as to why a person might engage in such unethical practices (by allocating 100 per- 
centage points between internal causes and external causes). 


Manipulations in the Survey 

Following Greenberg et al. (1971), we randomly split the sample into two groups, 
based on the probability that the respondent will be answering the sensitive ques- 
tion. Greenberg et al. recommend that the split be in approximately the same 
proportions as the two groups’ probabilities of answering the sensitive questions. 
Thus for 7/8 of the subjects, the sensitive question was to be answered if any of the 
three coin-tosses produced a tail; and for 1/8 of the subjects, the sensitive question 
was to be answered if none of three tosses produced a tail. Hereafter, we refer to 
these as the ‘low protection’ and ‘high protection’ groups, respectively, because 
of the probability that each is answering the question about themselves. That is, 
subjects who realize the researchers would know that the probability is 7/8 that 
they are responding about themselves will feel less protected when answering the 
question. 

The second manipulation concerned the question about attribution of causality. 
To avoid a position bias towards either internal or external causes, we split each of 
the probability-treatment groups in half and reversed the order of the two causal 
attribution questions. 


Mailing and Response-Improvement Techniques 

The first wave was mailed on 18 November 1997, and the second on 17 March 
1998, by first-class mail. We expected that the high relevance and interest-level for 
the recipients would enhance response rates. Conversely, the unusual and highly 
sensitive nature of the survey could reduce responses. We employed the following 
response-improvement techniques: The cover letter was individually addressed and 
signed, and envelopes were addressed directly, not with labels. A dime was included 
for the coin toss, for convenience (and to make disposal of the survey an awkward 
option). To ease the response burden and ensure confidentiality, we refrained from 
asking a litany of demographic questions. Business reply envelopes were included. 
We sent postcard reminders to first-wave recipients one week after the original 
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mailing, then email reminders on 13 January 1998, after allowing for holiday- 
season delays. For the second-wave recipients, we sent an advance-notification 
email message on 17 March and a similar reminder on 8 April 1998. 


RESULTS 


As shown in Table 1, responses came from 107 of the 330 higher output (first- 
wave) subjects, for a response rate of 32 per cent. Interestingly, only 25 per cent of 
the subjects in the high-protection group initially responded, increasing to 30 per 
cent after follow-up requests with a special appeal to this group. This gives some 
assurance that response rates in the low-protection group were not diminished 
because of respondents’ fears of discovery. Response rates for the second wave 
(lower output) subjects were somewhat higher, probably as a result of the pre- 
notifications and the avoidance of holiday distractions. The rate was 143/333 = 
43%, consisting of 42 per cent of the low-protection group and 48 per cent of the 
high-protection group. 

The overall response rates show no indication of bias. They were 214/573 = 37% 
for the low-protection group and 36/S0 = 40% for the high-protection group, a non- 
significant difference (x? = 0.23, p = 0.63). The proportions of responses received 
from the low- and high-protection groups also is consistent with the proportions of 
7/8 and 1/8, respectively, sent out (xê = 0.83, p = 0.36). Follow-up requests brought 
very few additional responses. We speculate that subjects originally understood the 
request and made a firm decision whether or not to respond; the time requirement 
was minimal, giving little reason to set it aside until later. 

The position bias that we guarded against by manipulating the order of the 
internal and external attributions did not materialize, probably because respond- 
ents had no difficulty in dealing with a two-item list and assigning percentages. The 
attributions to internal causes were almost identical for the two sequences, at 36 
and 35 per cent. 

All but seven respondents were tenured. With few exceptions, the comments 
were favourable and supportive of the research effort. Twenty response forms had 
missing data; each analysis discussed below used all observations that included the 
relevant variables. 











TABLE 1 
RESPONSE RATES 
Higher output group Lower output group Combined 
n % n % Rec’d Sent % 
Low-protection 95 32.8 119 42.0 214 373 373 
High-protection 12 30.0 24 48.0 36 90 40.0 
Total 107 32.4 143 42.9 250 663 37.7 
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TABLE 2 


MEAN RESPONSES TO ‘PERCENTAGE OF ARTICLES AFFECTED’ 
AND t-TESTS OF DIFFERENCE FROM ZERO 





Mean SD of mean t p 





Panel A: Respondents with 2 8 publications 





Self-reported cheating 5.08 1.81 2.81 0.0029 
Others’ cheating 17.14 5.30 3.24 0.0008 





Panel B: Respondents with 5-7 publications 





Self-reported cheating 2.73 1.83 1.49 0.0693 
Others’ cheating 22.77 3.03 7.52 0.0000 





Panel C: All respondents combined 





Self-reported cheating 3.68 1.31 2.82 0.0025 
Others’ cheating 20.92 4.14 5.06 0.0000 





Percentages of Articles Affected 

Greenberg et al. (1971, p. 245) present equations for estimating of means and 
standard deviations of responses to the two questions (see Appendix B). Applying 
these equations to our data yields the results summarized in Table 2. As shown in 
panels A and B, both groups show means for self-reported cheating significantly 
greater than zero, with the result being more pronounced for the more prolific 
publisbers; the estimate of their percentage of affected articles is 5.08, versus 
2.73 per cent for the less prolific group. The more prolific group produces an 
opinion of 17.14 per cent for the overall body of literature, versus 22.77 for the 
less-prolific group. 

However, these means do not differ significantly between groups for either ques- 
tion (p > 0.20). Accordingly, the focus is on the combined results. The overall mean 
estimate for self-reported (actual) falsification is 3.68 per cent, which is significantly 
different from zero (t = 2.82, p = 0.0025, one-tailed). The estimate for the overall per- 
centage of articles affected (in respondents’ opinion) is 20.92 per cent, also signifi- 
cantly different from zero (t = 5.06, p < 0.0001). Thus respondents estimate the extent 
of research falsification to be about six times as great as the self-reported number. 

The distribution of responses to the ‘percentage affected’ question adds some 
insight into the statistical results just reported. As expected, many respondents 
report zero cheating. In the low-protection group, 148/210 = 70 per cent reported 
zero cheating. These respondents likely are self-reporters, because it is doubtful 
that many people would be this optimistic about the honesty of the general popu- 
lation. However, 87.5 per cent (7/8) of this treatment group are expected to be self- 
reporting, and thus reporting zero if no cheating exists. This difference between 
actual and expected proportions is significant (x? = 55.6, p < 0.0001). Thus we can 
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conclude that a substantial number (approximately 87.5 — 70.0 = 17.5% of the 
sample) are reporting some degree of falsification on their own part.’ 

Figure 1 shows the ninety-one non-zero responses to the ‘percentage affected’ 
question. The two waves are shown separately, with the low-protection group at 
the left and the high-protection group at the right for each wave. Recall that the 
self-reporters might include any respondent in either group. As noted above, it is 
believed that most, if not all, of the respondents reporting ‘zero cheating’ are self- 
reporting. Our priors regarding the highest percentage numbers (40 to 80) are less 
strong; but these researchers either are very cynical about others or are responding 
about their own work. 


Relationship Between Reported or Perceived Cheating and Tenure Length 

Figure 2 shows the estimates of percentage of literature affected versus the re- 
spondents’ length of tenure. A clear trend is evident, with respondents who have 
been tenured longer providing smaller estimates. This trend is significant in a 
regression analysis (F = 5.32, p = 0.022; deleting the outlier [at twenty years, 80 per 
cent] increases this to F = 8.43, p = 0.004). 


Relationship Between Causal Attributions and Tenure Length 

Figure 3 shows the percentage of attribution to internal motives, versus length 
of tenure. The subjects with longer tenure attribute more causality to internal 
motives. Again, although substantial variance is evident in the responses, the positive 
slope is significant (F = 13.66, p = 0.0003). Clearly, more of the younger faculty 
members are willing to attribute cheating to external pressures, while older faculty 
attribute more causality to internal reasons. 


CONCLUSIONS AND RESEARCH IMPLICATIONS 


Our findings indicate that falsification has occurred among the most successful 
and prolific accounting researchers. The estimated percentage of seriously tainted 
articles in the top thirty accounting journals, based on self-reporting, is about 
3.7 per cent, while the respondents on average believe that about 21 per cent of the 
literature is tainted. These findings seem generally consistent with the indirect 
investigations by Choo et al. (1993) and Davis and Ketz (1995), which indicate that 
some relatively low level of dishonesty occurs. In addition, Bailey et al. (2000), 
using both direct and random response techniques, have found a comparable rate 
of about 4 per cent for similar violations by academic economists. 

Faculty members with longer tenure estimate or report lower rates of falsification. 
This could result from a real change in the rate of cheating over time, so that the 
reference point for behaviour (one’s own or others’) has shifted. Conversely, it 
could result from suppression or rationalization regarding one’s own memory of actions 
early in a career. The finding does not associate increased cynicism with maturity. 


3 A similar test for the high-protection group is not significant, but is based on only thirty-four 
observations. 
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FIGURE 2 


ESTIMATES OF PERCENTAGE OF LITERATURE AFFECTED 
VERSUS LENGTH OF TENURE 








Estimate of % affected 





Years tenured 


Note: For visibility, multiple data points in identical positions appear ‘stacked’. The bottom of a stack 
denotes the actual value. 


Our results also indicate that those with longer tenure tend to attribute more 
causality for dishonest behaviour to internal factors, while ‘younger’ faculty attribute 
it more to external pressures. One possible explanation would be that younger 
faculty have more recent memories of tenure pressure. However, the rather flat 
trend which is evident in Figure 3 for about fifteen years after tenure would argue 
for another cause, perhaps a cultural change or generational difference. Reports of 
recent trends towards dishonesty (Desruisseaux 1999) would support the latter 
explanation. Although there is a lack evidence on whether the rate of misconduct 
is increasing, Davis (1999, p. 54) lists nine reasons suggesting it may actually have 
increased. Two are particularly relevant to accounting. First, ‘[t]he increasing ex- 
pense of particular sorts of research makes replication less likely (thereby weaken- 
ing one check on a researcher’s ability to deceive themselves or others)’. Consider 
the use of professional subjects like auditors; how likely are the firms to permit 
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Figure 3 


INTERNAL ATTRIBUTIONS VERSUS LENGTH OF TENURE 








100 — 
À A 


&— — 








AA 
AA À AA A 


— —k the the the k $A ae 


aha ahaa Ahhh á ac Á AAA AAA 











— 

A A 
¿2444244444 A 
A A AAA 


Percent attributed to internal cause 





A A 
Ahhaia A À 
A A Á 





Years tenured 


Note: For visibility, multiple data points in identical positions appear ‘stacked’, The bottom of a stack 
denotes the actual value. 


replications, and how eager are researchers to consume valuable subjects for this 
purpose, versus new discovery? Second, ‘Scientists increasingly feel that they are 
competitors in a rough business rather than cooperators in a noble enterprise and 
therefore feel less responsible for the misconduct of others in their field’. 

Pressures on accounting researchers are likely to continue. Promotion, tenure 
and merit decisions at most institutions will always include publication results. 
Even with the mission-driven focus for accreditation decisions by the International 
Association for Management Education (AACSB) and its expanded definition 
of intellectual contributions to include a wider range of activities, most schools’ 
missions will still require some level of scholarly research. Anecdotal evidence and 
observation also convince us that competition for journal space and for external 
grant funding has grown more intense in recent years. 


Limitations and Research Implications 

This early empirical study has several limitations, some of which suggest lines of 
future research. First, it is limited to the most prolific publishers, and a comparison 
with less prolific researchers seems a natural next step. Causal explanations from 
the study’s data are limited; we wanted to minimize the response burden, and so 
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avoided excessive demographic questions. The technique does not allow assessment 
of the variance in individual behaviour; have a few established academics falsified 
most of their work, or have a lot of academics falsified small portions? 

Future research might build upon the research on lying behaviour. While self- 
interest is the prevalent theory explaining dishonesty, role-conflict theory is a more 
recent competitor. In particular, Grover (1993, 1997) found lying to be predicted 
by an interaction between moral maturity and pressureful situations, particularly 
role conflict. Accounting academicians play multiple roles, apportioning their efforts 
between the demands of teaching, research and service. More principled people 
(who are less concerned with formal rules or laws and more with a higher set of 
moral principles) are less likely to lie in response to a role conflict, according to 
Grover’s findings. The importance of role conflict versus self-interest, and ways to 
reduce role conflict, seem to be appropriate areas of inquiry. 

In this work, only ethical breaches that are generally considered to be serious 
are examined. Future research might study actions where consensus is not so great, 
such as presenting the same paper at multiple meetings, cutting one research study 
into multiple parts, giving undeserved co-authorship, or refusal to share data. Also, 
this study looked only at author practices. Borkowski and Welsh (1998) surveyed 
journal editors about the ethics of editor and reviewer practices, such as favourit- 
ism, which could be another fertile research area. 


POLICY RECOMMENDATIONS 


Davis (1999, pp. 55-8) identifies five practical responses to misconduct: study, 
regulation, punishment, education and environmental change. These deserve con- 
sideration with respect to their status in the area of accounting. 


Study An encouraging growth trend in ethics research already exists, as evidenced 
by the proliferation of new ethics journals and conferences. World-Wide-Web sites, 
such as the Online Ethics Center for Engineering and Science, help to coordinate 
conferences and discussion (see http://onlineethics.org/reseth/research.html). The 
study of research ethics, however, is at an early stage and raises interesting ques- 
tions that can be addressed by a variety of methodologies. This paper represents 
an initial attempt to assess the overall scope of serious research misconduct. 


Regulation This approach entails official actions by agencies such as professional 
societies, universities and governments. In 1989, the American Accounting Asso- 
ciation adopted a policy on data availability for data-dependent results reported 
in the Association’s journals. However, the policy only encourages that data be 
made available, rather than imposing strict requirements. Universities should also 
accept responsibility for regulation. Weingartner (1999) notes that 


[i]t can be difficult to determine whether a piece of work was done sloppily or whether 
there was intentional cheating, especially in research undertakings that are both complex 
and carried out in an atmosphere of fierce competition. If anyone can cope with the 
problems raised by research integrity, it is the institution at which the research is con- 
ducted. And since someone must, it must. (p. 92) 
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At a still higher level, U.S. Representative John Conyers has proposed making the 
falsification of scientific research a federal crime, regardless of who does it or 
where (Davis, 1999, p. 45). 

In October 1999, the Office of Science and Technology Policy (OSTP) proposed 
a policy on research misconduct to be adopted by all U.S. federal government 
agencies. The OSTP proposal states that ‘research institutions bear primary respons- 
ibility for prevention and detection of research misconduct, and for the inquiry, 
investigation, and adjudication of allegation of research misconduct’ (OSTP, 1999, 
p. 5527). 


Punishment Regulation entails enforcement and, ultimately, punishment. While a 
federal criminal law could call for imprisonment, universities are left with fewer 
options ‘between “censure” (which outsiders are likely to regard as a wrist slap) 
and discharge (which seems too severe for all but the most serious wrongdoing). 
Research institutions need to experiment with such intermediate penalties as 
reduction-in-rank, revocation-of-tenure, and suspension-of-research-for-a-term-of- 
years’ (Davis, 1999, p. 57). Crain and Carruth (1992), in a survey to 500 accounting 
professors to assess agreement about recommendations to improve ethical behaviour 
in accounting research, found strong consensus (63 per cent) favouring the establish- 
ment of a code of conduct, but little agreement about enforcement policies. Although 
the survey participants in the Davis and Ketz (1995) study reported incidents of 
research misconduct, they did not report what punishments, if any, were adminis- 
tered. Such information would be valuable in recommending future actions in 
cases of misconduct—and academics considering ‘adjusting’ their research results 
might have second thoughts if they see that others have been caught and punished. 


Education The trend toward ethical content in the classroom needs to carry over 
to doctoral education. Specific discussions about the ethics of research has historic- 
ally been rare in graduate programs, with students being expected to learn from 
rumours, anecdotes or occasional reprimands, if at all (Davis, 1999, p. 57). Anderson 
et al. (1994) found that two-thirds of their doctoral student respondents felt their 
departments did not prepare them to recognize and deal with ethical problems. 
Loeb (1994) suggests that informal interaction between students and faculty might 
not be adequate. Although formal inclusion of ethics education within the account- 
ing doctoral curriculum is not without its problems (where it should be taught, who 
should teach it and what pedagogical methods should be used), ‘it would help train 
future accounting faculty to meet both their own professional responsibilities and 
the needs of the practising portion of the accounting profession for accounting 
graduates with appropriate training in ethics’ (Loeb, 1994, p. 824). 

Students in doctoral seminars and research colloquia should be encouraged 
to question the behaviour of others. These forums generally provide a thorough 
grounding in the scientific method and research techniques, and an expansion to 
include research behaviour could be accommodated. Senior faculty should give 
serious consideration to ethical concerns as well as question their own research and 
that of their colleagues. Such open discussions would foster a commitment to the 
highest values in research behaviour. We see a place for case-study scenarios from 
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accounting research practicé, perhaps developed through confidential survey tech- 
niques, to foster discussion and inspire ethical behaviour. 

Finally, doctoral students should be encouraged to question the research that 
has gone before, particularly influential studies. Replication is a critical part of the 
whole process of scientific discovery. Meticulous replications and critical tests of 
past studies should be encouraged as valuable, as good training for younger aca- 
demics and as an accepted part of dissertation studies. Integral to such an environ- 
ment, of course, would be a greater openness by journal editors to the publication 
of replications, as we advocate below. 


Environmental Change ‘The factors discussed above will help to effect environ- 
mental change, as they will foster conscious attention to the subject of ethics. 
More direct changes to the environment could include modifications to the tenure 
process, although the course of action is not clear-cut. For example, would a de- 
emphasis on sheer numbers of articles, by limiting consideration to five, actually 
reduce pressure or make young researchers more dependent on letters of support 
from senior researchers (Davis, 1999, p. 57)? 

Given this analysis of the current status of research ethics in accounting, two 
fruitful areas offer much potential for progress. They relate to the editorial peer- 
review process and the importance of establishing a research code of ethics. 


Peer Review and Journal Policies 
Given the key role of research-journal editorial processes as gatekeepers of research, 
the possible actions of editors and reviewers deserve special attention. Swan (1993) 
stresses the importance of peer review and replication studies in discouraging fraud. 
Review work, however, is unpaid and unglamorous. Although many reviewers 
conscientiously provide. feedback to authors, they often do not have adequate raw 
data or time to find fraud, especially when the perpetrator presents internally con- 
sistent data or expands existing findings. At the same time, replication studies are 
viewed as less valuable than innovative work, are rarely published, and thus are 
unappealing projects. Lindsay (1998) believes that the multiplicity problem (the use 
of numerous tests, data mining, data selection) can be reduced if replications are 
done on different data. Clearly, editors need to give more than lip service to replica- 
tions of key research findings before the findings become entrenched and immovable, 
as Bamber et al. (2000) imply. 

Combined with the weak market for replications is what an economist might call 


a market for statistical significance, and hence a price to be had for achieving it. This 
would imply that statistical significance has some intrinsic or substantive value. A more 
cynical ‘supply side’ explanation is that statistical significance is easily acquired by more'or 

_ less trained researchers and then peddled with great fanfare through the most respected 
academic journals. (Johnstone, 1988, pp. 326-7) 


Johnstone further argues that ‘the market for statistical significance is not essen- 
tially a market for evidence ... [in which case we would see] great attention and 
journal space given to repetition or “replication” of interesting but inconclusive 
` studies, of which of course there are many’ (p. 327). The inherent noisiness of the 
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statistical environment of most accounting studies contributes to the inconclusive- 
ness of the any single study, so that replications of ‘interesting’ studies should be 
welcome. Further, a failure to welcome replications implies that nothing of much 
importance hinges upon a correct or erroneous conclusion. 

In looking at science as an economic venture, Wible (1998, pp. 23-42) suggests 
that ‘seemingly replicable articles’ (SRAs) and ‘genuinely replicable articles’ (GRAs) 
cannot be easily distinguished during peer review. That is, the data analysis in 
both types of articles appears to be based on solid data and could be replicated if 
one had the original data. However, a researcher would find an SRA impossible to 
replicate. For example, short cuts in obtaining or retaining the data might result in 
an SRA rather than a GRA. Time and other resource constraints motivate scient- 
ists to produce both SRAs and GRAs. Although a research agenda of only SRAs 
might result in greater productivity, GRAs are necessary to retain a scientist’s 
reputation. Accounting academics can encourage GRAs over SRAs by increasing 
the publication and prestige of replication studies. 

In harmony with encouraging replications, journals might also publish more 
complete descriptions of the research designs, countering the general trend that 
Davis (1999, p. 55) has noted in scientific literature. More complete descriptions 
and background would facilitate replications. 


Data Management Data should be available for criticism, statistical re-analysis, 
use in further research, and evidence that the research was in fact done. It is less 
clear, however, who should store the data or for how long (Resnik, 1998, p. 94), 
but the decreasing cost of computer storage media makes longer term storage 
increasingly viable and economical. We believe that journals and sponsoring asso- 
ciations should set standards for data availability, and that the knowledge of such 
requirements would tend to deter the irregularities studied here. 


The Need for a Code of Ethics 
Although the code proposed by Keys and Hendricks (1984) mentioned the need 
for researchers to do their work with integrity, the bulk of the document dealt with 
the responsibility toward human subjects. Although this code did not receive ex- 
tensive exposure, a code of conduct is still high on the list of ways to limit research 
misconduct. 

Of the ten ‘possible efforts to improve research conduct’ that Crain and Carruth 
(1992) listed, they found a majority agreeing or strongly agreeing that ‘The AAA 


$ Wible specifies three approaches to replication. In a direct replication, the researcher uses the same 
methods and materials in an attempt to derive identical results. Such studies are done every day in 
science labs around the world where students rediscover the laws of nature. Many graduate pro- 
grams in accounting also use replication studies as a way to teach research methods. However, these 
replication studies can be expensive and time-consuming for large empirical works. A design replica- 
tion is not a copy of the original study, but uses an alternative research design. The original results 
are deemed to be replicated, in fact more strongly so, if this alternative methodology yields similar 
results. The final approach, conceptual replication, is more common in accounting. Here, the original 
research is assumed to be valid, and the researcher uses these results to extend the work. If the work 
can be extended, the original results are indirectly replicated. 
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should develop a code of research ethics’ (p. 36) and “Training in research ethics 
should be a required part of coursework included in Accounting doctoral pro- 
grams’. Weingartner (1999) agrees with this philosophy, dismissing the ‘wishful 
thinking of academics that... students and junior colleagues will somehow pick 
up [ethical values] by rubbing shoulders with their elders, without anyone’s ever 
needing to say anything... Academic administrators must insist that... research 
groups spell out the rules appropriate to their work’ (p. 92). Loeb (1990) also sup- 
ports the adoption of a code of conduct for accounting academics as a way to reduce 
research errors, fraud and plagiarism. While outright falsification may not need 
to be spelt out as forbidden, the existence of specific ethical guidelines covering 
more ambiguous areas creates an atmosphere of ethical concern that should deter 
serious infractions. 

A code of conduct could help doctoral students internalize ethical research stand- 
ards. The Professionalism and Ethics Committee of the AAA held hearings in 
1997 at various AAA meetings about a proposed ‘Credo for AAA Members: 
Responsibilities and Rights of Accounting Academics’. The following revised version 
was presented to the Executive Committee of the AAA as ‘American Accounting 
Association Statement of Responsibilities’ in 1999: 


Pursuit and Advancement of Knowledge 

Another way members serve society is through scholarship: the discovery, application, 

and integration of ideas that advance the interests of society. Members fulfill their scholar- 

ship obligations in ways that match their personal abilities, passions, positions on the 
academic career cycle, and their institutions’ specific mission. Some aspects of that obliga- 
tion include 

e Establishing and maintaining a scholarship agenda that is directed to important societal 
needs and stretches the member’s knowledge. 

e Maintaining and strengthening scholarly competence, consistent with the requirements 
of each member’s own research agenda. 

° Accepting criticism of one’s own work and providing objective and constructive criti- 
cism to colleagues. The criteria for criticism are its contribution to the public good and 
the quality of the work. 

e Publishing one’s scholarship in ways that make the results available both to scholars 
and to a larger community. 

¢ Encouraging and promoting a variety of scholarship approaches that contribute to the 

public good and result in quality work. 

Publishing research results that may call into question the profession’s actions, when 

warranted. 


An earlier version of the Code specifically included ‘Intellectual honesty and 
objectivity’ in the responsibilities under Pursuit and Advancement of Knowledge. 
Although the latest version does not have such an explicit statement in this section, 
it does include ‘Conducting their academic, business, and personal affairs with integ- 
rity’ within: the Enhancement of Learning section. The proposed code was rejected, 
and the Professionalism and Ethics Committee of the AAA is unsure whether a 
revised code will be submitted to the Executive Committee in 2000.’ 


7 Conversation with Mary Beth Armstrong, Chair of the Professionalism and Ethics Committee, 
March 2000. 
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Elliot (1995) stresses that the development of knowledge is the central facet of 
research and that all researchers have a stewardship responsibility to ‘conform 
to the conventions of their research disciplines’ (p. 5). Weil and Arzbaecher (1995) 
state that each research group has responsibility to clarify its own ethical stand- 
ards, to identify the practices that support those standards and to monitor itself. 
Gardner (1996) also calls for the enforcement of scientific codes. He discusses 
the moral character of scientists—their trustworthiness. Empirical research must 
be performed using standard methods, reflect impartiality in writing, and comply 
with norms. In order to build on the achievements of others, researchers need to 
be able to trust their results. Given the evidence that some research misconduct 
exists in accounting publications, it is necessary for accounting researchers to ex- 
plicitly agree to a cod of conduct and hold themselves accountable for violations 
of it. 
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APPENDIX A 
EXPERIMENTAL MATERIALS 
COVER LETTER 
November 18, 1997 


Dr Joan Doe 

Professor of Accounting 
College ’O Bidness 

Major Research University 
College Town, ST 12345-6789 


Dear Professor Doe, 

You probably have seen the news reports about medical 
researchers who have falsified their studies. In accounting research, with no lives 
in danger, rationalizing falsification seems much easier. We can be sure that more 
than one person has done it under the pressure of tenure review, and you probably 
have wondered how common such practices are. 

I hope that, as a researcher, you will find the attached questionnaire to be 
interesting and worthwhile. It is an initial attempt to estimate the proportion of 
accounting research affected by falsification. The very brief questionnaire assures 
your complete anonymity through the ‘randomized response’ technique (see refer- 
ences in the enclosed materials). 

You were selected because of your substantial contribution to the research 
literature. You certainly understand the importance of a high response rate in 
this type of research, and we greatly appreciate your taking a couple of minutes to 
participate. Any comments would be welcome, too—and we’d be pleased to send 
you the early results. 

Sincerely, 


RESEARCH FALSIFICATION IN ACCOUNTING 
Instructions 
. The design of this questionnaire ensures your complete anonymity. 
' The enclosed ‘Response Form’ calls for a single number after you follow these steps: 


Step 1 


Before performing Step 2, please flip a coin three times. (A dime is 
attached for your convenience.) Note whether the coin comes up 
heads all three times. The purpose of these coin flips is to maintain 
your anonymity, so please don’t disclose the outcome. 





Step 2 
If you do toss three heads, please If you do not toss three heads, please 
respond to this question: respond to this question: 


What percentage of published empir- What percentage of your published 
ical articles in the top 30 Accounting empirical articles have been affected 
journals* do you believe have been af- by at least one of the following? 
fected by at least one of the following? 


e Manipulation of data by fabricating it or inappropriately deleting/modifying 
observations. 

OR 
Purposely reporting the results of an inappropriate statistical test because it gave 
the desired result, while ignoring the results of an appropriate test that gave 
different results. Í 


OR 
e Concealing an important validity problem (for example, an extraneous variable 
that you really believe drove your results). 
OR 
e Reporting that key procedures, such as randomization, were performed when 
they were not. 
OR 
e Otherwise intentionally reporting false research results. 


*See back page of the enclosed ‘FYT’ sheet if you wish to see the list of journals. 
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Please answer on the Response Form. 
Since you do not indicate the result of the coin flips, no one can know whether you 
have answered the question about yourself or about others. Drawing conclusions 
about any individual’s response would be foolish (and unethicall). 


Thanks very much for your time and cooperation. 


RESEARCH FALSIFICATION IN ACCOUNTING 


Instructions 


The design of this questionnaire ensures your complete anonymity. 


The enclosed ‘Response Form’ calls for a single number after you follow these steps: 


Before performing Step 2, please flip a coin three times. (A dime is 
attached for your convenience.) Note whether the coin comes up 
heads all three times. The purpose of these coin flips is to maintain 
your anonymity, so please don’t disclose the outcome. 


If you do toss three heads, 
please respond to this question: 


What percentage of your pub- 
lished empirical articles have 
been affected by at least one of 
the following? 


Step 1 









If you do not toss three heads, 
please respond to this question: 


What percentage of published 
empirical articles in the top 
30 Accounting journals* do you 
believe have been affected by 
at least one of the following? 


¢ Manipulation of data by fabricating it or inappropriately deleting/modifying 


observations. 


OR 


e Purposely reporting the results of an inappropriate statistical test because it gave 
the desired result, while ignoring the results of an appropriate test that gave 


different results. 


OR 


e° Concealing an important validity problem (for example, an extraneous variable 
that you really believe drove your results). 
OR 


e Reporting that key procedures, such as randomization, were performed when 


they were not. 


OR 


e Otherwise intentionally reporting false research results. 


*See back page of the enclosed ‘FYI’ sheet if you wish to see the list of journals. 
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Please answer on the Response Form. 
Since you do not indicate the result of the coin flips, no one can know whether you 
have answered the question about yourself or about others. Drawing conclusions 
about any individual’s response would be foolish (and unethical!). 


Thanks very much for your time and cooperation. 
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Read Only If You Want 
Further Information about this Research 


If you or a colleague would like an early report of the results, please e-mail 
xxx@xxx.edu 


or write to Prof. xxxxxxxxx 
xxxxxx of Accounting 
College of Business 
University xxxxxxxx 
XXXXXXXXXXXXXXXXX 


Other Accounting research that has used the randomized response technique: 


Berry, L. E., G. B. Harwood, and J. L. Katz, ‘Performance of Auditing Procedures by 
Governmental Auditors,’ The Accounting Review, 1987, v62(1), 14-28. 

Buchman, T. A., ‘The Reliability of Internal Auditors’ Working Papers,’ Auditing: A 
Journal of Practice & Theory, 1983, v3(1), 92-103 

Buchman, T. A., and J. A. Tracy, ‘Obtaining Responses To Sensitive Questions: 
Conventional Questionnaire Versus Randomized Response Technique,’ Journal of 
Accounting Research, 1982, v20(1), 263-271. 

Reckers, P. M. J., S. W. Wheeler, and B. Wong-On-Wing, ‘A Comparative Examina- 
tion of Auditor Premature Sign-Offs Using the Direct and Randomized Response 
Methods,’ Auditing: A Journal of Practice & Theory, 1997, v16(1), 69-78. 

Schneider, A., and N. Wilner, ‘A Test Of Audit Deterrent To Financial Reporting 
Irregularities Using The Randomized Response Technique,’ The Accounting Review, 
1990, v65(3), 668-681. 


The particular technique in this study is based on Greenberg et al., ‘Application of 


the Randomized Response Technique in Obtaining Quantitative Data,’ Journal of 
the American Statistical Association, 1971, v66(334), 243-250. 
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The ‘Top 30 Academic Accounting Journals’ (Alphabetical)! 


Abacus 

Accounting and Business Research 
Accounting and Finance 

Accounting, Auditing and Accountability 
Accounting Educators’ Journal 

Accounting Horizons 

Accounting, Organizations and Society 

The Accounting Review 

Advances in Accounting 

Advances in International Accounting 
Advances in Taxation 

Auditing: A Journal of Practice and Theory 
Behavioral Research in Accounting 
Contemporary Accounting Research 

Critical Perspectives on Accounting 
International Journal of Accounting Education and Research 
Issues in Accounting Education 

Journal of Accounting and Economics 
Journal of Accounting and Public Policy 
Journal of Accounting, Auditing and Finance 
Journal of Accounting Education 

Journal of Accounting Literature 

Journal of Accounting Research 

Journal of Business, Finance and Accounting 
The Journal of Information Systems 

Journal of Management Accounting Research 
Journal of the American Taxation Association 
National Tax Journal 

Research in Accounting Regulation 

Research in Governmental and Nonprofit Accounting 


1 Composite list based on five published studies. See J. R. Hasselback, A. Reinstein, and E. S. Schwan, 
‘Toward the Development of Benchmarks to Assess the Academic Research Productivity of 
Accounting Faculty.’ Working paper presented at the 1996 Annual AAA Meeting. 
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Response Form 


Response to question about the percentage of work affected: _% 


About how long have you been tenured? Not yet tenured __ (v). Tenured about 
___ years. 


What do you believe would motivate researchers to falsify research? Please alloc- 


ate 100 percentage points between the following two perceived causes of research 
fabrication: 


Internal reasons such as desire for recognition__% 
External reasons such as tenure pressure % 


100% 





Thank you very much! 


Note: The symbol in the lower right corner identified the four treatment groups 
for data coding. 


APPENDIX B 
GREENBERG ET ALS (1971, P. 245) EQUATIONS 


The sample estimate of the mean of the sensitive distribution (in our study, the 
percentages of the respondent’s own work actually affected by the misconduct) is 


fi, = (1 -P)Z - d -p:Z, 
Pi~ P2 


and the sample estimate of the mean of the nonsensitive distribution (in our study, 
the overall body of literature believed to be affected) is 


fly = YA - piZ» 
P2- Pi 
with respective variances 
VAD = [4 — po)? W(Z,) + (1 — pi)? V(Z,)] / (P — p}, 
and 
V(fly) = [p2V(Z,) + p?V(Z,)] ! (p, — p° 
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where 
Pi = probability that the sensitive question is selected by the respond- 
ent in sample i (i = 1,2), p; # pz, 
1 — p; = probability that the nonsensitive question is selected by the re- 
spondent in sample i (i = 1,2), and 
Z; = response from individual j in sample i (i = 1,2; j = 1,2,...,n,). 
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Distortions of History, Accounting and 
the Paradox of Werner Sombart 


Sombart’s belief that double-entry bookkeeping was essential to the de- 
velopment of capitalism has been criticized by both accounting and 
economic historians. His substantive conclusions concerning double-entry 
bookkeeping have been rejected mainly because they result from his 
selective and self-serving rendition of history. Accounting historians 
have been preoccupied especially with denouncing his exaggerated appre- 
ciation of double-entry bookkeeping. They argue that he attributes far 
too much importance to its potentialities in preference to the more sober 
reality found in the historical record. This paper shows that in their de- 
nunciation of Sombart’s conclusions and his faulty history, accounting 
history researchers have been seemingly oblivious to the way in which 
Sombart’s anti-Semitism shaped his appreciation of double-entry book- 
keeping. He accuses Jews, as exceptional exponents of rational profit 
calculation, of perpetrating the evils of capitalism. His views of double- 
entry bookkeeping and the history of economic systems betrayed a strong 
attachment to a romantic conception of German history which supported 
German anti-Semitism of the late nineteenth and early twentieth centur- 
ies. Sombart’s denunciation of Jewish influences extended from their busi- 
ness practices to observations of Jews that were consistently anti-Semitic 
and sympathetic to those of the Nazis. 


Key words: Accounting; Anti-Semitism; History; Paradox; Werner 
Sombart. 


INTRODUCTION 


Hopwood (1987, pp. 207-8) has contended that too many accounting history stud- 
tes have ‘adopted a rather technical perspective delineating the residues of the 
accounting past rather than more actively probing into the underlying processes 
and forces at work. Much of the significance for accounting of the wider economic 
and social setting... has been ignored.’ Innovative approaches to the writing of 
accounting history, now referred to as new accounting history (Miller et al., 1991; 
Funnell, 1996, 1998; Laughlin, 1999, p. 75), have sought to address this criticism by 
strengthening appreciation of the nexus between the practices and technologies of 
accounting and their social contexts. 

Notably, the work of Foucauldian accounting researchers and those allied to the 
German critical school has meant that accounting no longer can be naively, and 





Warwick FUNNELL is a Professor in the Department of Accounting and Finance, University of 
Wollongong. 


55 


ABACUS 


exclusively, conceived as a neutral information-gathering and reporting tool. Of 
the new directions taken in accounting history, explication of the interested role 
of accounting in mediating social relations and the social consequences of account- 
ing have attracted sustained attention. Particularly significant have been studies 
which implicate accounting in the creation and maintenance of dominant sets of 
social and economic relations (Armstrong, 1987; Tinker, 1988, 1991). Research by 
Bryer (1991), which exposed the use of accounting information by the British 
ruling class to manipulate stock values during the rapid expansion of railways in 
England in the 1840s, has demonstrated the way in which accounting can be used 
as a sinister instrument of social control in the hands of a cohesive, defensive social 
elite intent on preserving its privileged position, if necessary by destroying any 
competitors. 

The potential for accounting to be an instrument of social engineering, used by 
one social cohort to the disadvantage of another, also attracted the attention of the 
German economic historian Werner Sombart (1863-1941) in the early decades of 
the twentieth century. Sombart was an early advocate of the importance of account- 
ing in shaping social relations and in entrenching the position of some groups 
at the expense of others. However, until now accounting historians have remem- 
bered him mainly for his extravagant praise for double-entry bookkeeping and not 
for his social commentary (Yamey, 1949, 1964; Most, 1972). He agreed with an 
earlier German writer, Goethe, that double-entry bookkeeping was ‘one of the 
most beautiful discoveries of the human spirit’ (Sombart, 1919, p. 272). Sombart 
saw double-entry bookkeeping as the product of 


the same spirit which produced the systems of Galileo and Newton, and the subject 
matter of modern physics and chemistry ... By the same means it organizes perceptions 
into a system, and one can characterize it as the first cosmos constructed on the basis of 
mechanistic thought. Double-entry bookkeeping captures for us the cosmos of an eco- 
nomic, more precisely, a capitalist world by the same means that later the great naturalist 
scientists used to construct the solar system and the corpuscles of the blood... 

Without too much difficulty, we can recognize in double-entry bookkeeping the ideas 
of gravitation, of the circulation of the blood, of the conservation of energy and others 
which the physical sciences have discovered. (Sombart, 1919, pp. 110-36) 


Contrary to the supportive appearance of his views about accounting, Sombart’s 
praise of double-entry bookkeeping instead was used as a means to denigrate 
the achievements of capitalism in its mature form and to support his belief that 
the rapid maturation, if not the origins, of modern capitalism benefited from the 
presence of a unique ‘Jewish spirit’. According to Sombart, the Jew* had been able 


| In a similar vein, Spengler describes double-entry bookkeeping in metaphysical terms as ‘a pure 


Analysis of the space of values, referred to a co-ordinate system, Of which the origin is the “Firm”’ 
(quoted in Yamey, 1964, footnote 7, p. 119). 


2 Sombart (1913, p. 7) defined a Jew as someone who professed the Jewish faith. Throughout this 
article the means used to refer to Jewish people will follow that favoured by Sombart, who con- 
sistently used the stronger, prejoratively laden term ‘the Jew’ in preference to simply ‘Jews’. 
The effect and intent of the two descriptions are different and were knowingly so when used by 
Sombart. 
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to take greatest advantage of the ability of accounting technologies to shape 
economic and social relations in the modern era. Regrettably, double-entry book- 
keeping, in the hands of Jews had also propelled Germany into the spiritual void 
of capitalism. Sombart argued that double-entry bookkeeping was used very 
successfully by Jews, who were conveniently dispersed throughout Europe, to 
transform the economic and social relations within traditional, agrarian and 
handicraft economies to the point where they could sustain modern capitalism. 
While other groups and individuals may have also used double-entry bookkeeping 
to manage very profitable businesses, Sombart alleged that modern bookkeeping 
was used most effectively and ardently by Jewish businessmen who were part of 
a distinct, cohesive religious and racial grouping which, despite centuries of per- 
secution resulting in an often perilous and precipitous existence, had managed 
to retain a peculiar identity and character. Sombart argued that unique racial and 
religious aspects of the Jewish character, forged over long periods of adversity, had 
made the Jews well suited to the consequences and opportunities of capitalism 
(Sombart, 1913, p. 159). Despite the persistence of this anti-Semitic theme through- 
out Sombart’s writings on capitalism, until now accounting historians have pre- 
ferred to read him in a literal sense for the historical perspective which his work 
casts on the history of accounting. This article moves behind the logical, scholarly 
facade constructed by Sombart to reveal the interested trajectory of his writings on 
accounting. Unlike Blaug’s (see Mote, 1997, p. 146) argument that Sombart’s per- 
sonal and political beliefs should disqualify further consideration of his contribu- 
tions to economic history, this article instead proposes that knowledge of the wider 
motivations of Sombart, or any writer, allows the reader to ascertain for them- 
selves the intent and value of his work. Rather than argue that Sombart’s contribu- 
tions to economic history be rejected because of his anti-Semitism, instead it is 
proposed that in order to gain a fuller understanding of his work something must 
be known of the person behind the works. To disqualify out-of-hand a writer be- 
cause they hold particular beliefs without considering the merit of their arguments, 
of necessity in the light of knowledge of their beliefs, is to open the way to other, 
repellent forms of manipulation and deceit. 

To the extent that Sombart argued that Jews were essentially a different species 
of individual and, therefore, fundamentally alien to Germany and upon whom 
should be placed most responsibility as the bearers of the worst evils of capitalism 
(Sombart, 1913, p. 115; see Mitzman, 1973, p. 204), his views were certainly anti- 
Semitic. They were anti-Semitic when first published and are clearly anti-Semitic as 
understood today. This is not to say that Sombart was a rabid anti-Semite in the 
mould of the most ardent Nazi. Instead, a good rendition of Sombart’s position is 
provided by Sartre (1948, p. 5), who describes an anti-Semite as anyone who ‘attri- 
butes all or part of his country’s misfortunes to the presence of Jewish elements in 
the community, and if he proposes to remedy this state of affairs... by depriving 
the Jews of certain of their rights’. This definition is sufficiently comprehensive to 
provide a clear statement of the essential elements of anti-Semitism which appear 
in Sombart’s writings on Jewish capitalism and which condemn him as an anti- 
Semite. Although it is recognized that there are vast differences in the forms which 
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anti-Semtism can take and in the consequences preferred (see Chamberlain, 1911, 
1916; Hitler, 1971; Zimmermann, 1986), it is sufficient for the purposes of this 
article to highlight a common disdain for Jewish influence and a belief that Jews 
should be treated with sufficient suspicion to ensure that they remain always a 
separate people. 

After first airing the main criticisms of Sombart’s views on the contributions of 
double-entry bookkeeping to capitalism, this article proposes that scholarly criti- 
cism and assessment should be informed by the life and beliefs of the author and 
by the totality of the themes that appear throughout the author's body of work. 
Standing behind each work always will be the person of the author. Attempts to 
understand and then interpret a given work without an awareness of the author’s 
identity run the risk of being incomplete and deceptive. It is then argued that this 
has been the fate of Sombart’s thesis that capitalism could not have succeeded 
without the ability of double-entry bookkeeping to objectify the goals of business 
and to allow management to be rationalized. Contrary to beliefs perpetuated in the 
accounting literature, Sombart’s praise of double-entry bookkeeping was not 
admiration but denunciation of the ability of this powerful technique of rationaliza- 
tion to destroy, and not nurture, the soul of the German people. While few historians 
have agreed with the specifics of the relationship between capitalism and double- 
entry bookkeeping as portrayed by Sombart, most do accept that more sophisti- 
cated accounting technologies contributed to the rapid maturation of modern 
capitalism. Sombart’s maligning of Jews as the progenitors of capitalism’s worst 
excesses and his antipathy towards capitalism as the unwelcome replacement of 
a fondly remembered simple, agrarian Germany are then shown to have been 
informed by romantic? notions of Germany’s peasant past and the experiences 
of his own youth. German romantics saw a mystical connection between peasant 
society and the land which brought with it a purity of thought and selfless con- 
sideration for others in the German community. In the concluding sections of this 
article, Sombart’s views on capitalism and the role of Jews in establishing capital- 
ism’s hegemony over other economic systems are shown to have aligned him with 
aspects of Nazi anti-Semitism. 


SOMBART AND THE DISTORTION OF HISTORY 


Sombart’s extravagant praise for double-entry bookkeeping, which Yamey (1964, 
p. 118) refers to as ‘too elaborate and fanciful’, and his belief that it was an 
essential ingredient in the appearance of modern capitalism‘ has held an under- 


3 The term ‘romantic’ is used in a historical rather than a colloquial sense in this article. It originally 
referred to narrative prose and verse which arose in the Middle Ages in Europe. It represented a 
break from the formal structures and limitations of classical literature which until the eighteenth 
century had been the dominant paradigm. Romantic aspirations became synonymous with attempts 
to break away from classical formality with its tight rein on the emotions. Instead, intuition and 
imagination were allowed greater freedom. 


‘ Double-entry bookkeeping was only one factor amongst several which Sombart believed contrib- 
uted to the emergence of capitalism. Most importantly, capitalism had to wait for the establishment 
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standable, although somewhat episodic, fascination for accounting historians ever 
since his conclusions were given prominence by Basil Yamey (1940, 1949, 1964). 
Yamey (1964, p. 136) suggested that Sombart’s ideas, irrespective of their veracity, 
for many scholars have been ‘intellectually attractive, aesthetically satisfying, or 
provocatively esoteric’. Mostly they have attracted the attention of both account- 
ing and economic historians not for the persuasiveness of Sombart’s arguments but 
for historical errors which result from his partial and selective reading of the his- 
tory of double-entry bookkeeping in the evolution of capitalism. Indeed, some 
have accused him of blatant and intentional intellectual dishonesty for manipulat- 
ing the historical record for his own purposes. Most agree that Sombart argues 
from premises designed to ensure that they agree with his own previously settled 
position. Throughout his study of capitalism, Sombart was so intent on prosecuting 
his accusations against the Jews that he was apparently prepared to forsake histor- 
ical veracity. If his conclusions about accounting have been dismissed, it is not 
because they were anti-Semitic in intent but because they were the product of 
defective historical analysis. 

Pirenne argued that, contrary to Sombart’s support for the appearance of capital- 
ism in the late eighteenth century, the pursuit of profit from commercial transactions 
and speculation was present in at least the twelfth century. Sombart had mistaken 
a ‘difference of intensity’ for a ‘difference of nature’ (Pirenne, 1914, pp. 495-7; 
Dobb, 1947, p. 7). Sée also disagreed with Sombart’s proposition that commerce 
in the Middle Ages had not been capable of accumulating large amounts of cap- 
ital (Sée, 1968, p. 27). De Roover (quoted in Yamey, 1940, p. 335) protested that 
‘nothing could be further from the truth than to pretend as Werner Sombart does 
that the medieval merchant’s accounts were in such a state of muddle that it was 
impossible for him to tell how he stood’. Alleging that merchants of the fourteenth 
and fifteenth centuries were ignorant amateurs who had no idea of accumulating 
wealth, according to Pirenne, was both insulting to the sophistication of their 
businesses and a violation of the historical record (Pirenne, 1961, pp. 162-3; for 
similar criticisms see Eucken, 1950, pp. 276, 278). Instead, the pursuit of profit ‘is to 
be met in ali periods... though in differing degrees of development because it 
corresponds with man’s acquisitive instinct’ (Pirenne, 1961, p. 164). 

Amongst accounting historians, Winjum’s work (1972) provides some of the 
most persuasive rebuttals of Sombart’s conclusions. Winjum suggests that double- 
entry bookkeeping was not essential to the development of capitalism, nor was 
double-entry bookkeeping used in the eighteenth century to separate the affairs of 
the owner from those of the business. He and Yamey (1949) take particular excep- 
tion to Sombart’s conclusion that double-entry bookkeeping was used extensively 
for calculating profit when the historical evidence indicates that it was used mainly 


of the modern state and the discovery of immense deposits of precious metals in the New World. 
Greater national and individual wealth, along with technological advances, eventually led to the 
establishment of new forms of business enterprise which had as their guiding aim the unlimited 
accumulation of profits. Technology of the late Middle Ages and Renaissance substituted scientific, 
rational discovery for the accumulated kncwledge which came of experience. Further, the Renais- 
sance presaged the emphasis on measuring and quantification (Crosby, 1997). 
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as an accountability technique to allow agents to report to their principals and 
as the means to create greater order in the businessman’s accounts (Yamey, 1949, 
pp. 110-11; Winjum, 1972, p. 240). Yamey (1949) and Most (1972) are especially 
critical of the significance Sombart gives to the contributions of double-entry 
bookkeeping to capitalism (see Most, 1972, pp. 724-5).° Throughout this criticism 
of Sombart, there is no reference to the linkage created by Sombart between 
Jews, double-entry bookkeeping and capitalism or any attempt to rebut Sombart’s 
anti-Semitic allegations. Thus, within the limited consideration of Sombart’s work 
in accounting history (see, e.g., Most, 1972; Winjum, 1972) there has been little 
concern expressed for the motives behind his extreme views. 

Following Yamey’s lead, the preoccupation of accounting historians with 
Sombart’s views on the contributions of accounting to the development of capital- 
ism has been conducted in isolation from the vast hinterland of his other works by 
ignoring both the anti-Semitism that pervades his work and the intellectual influ- 
ences in which his praise for double-entry bookkeeping was embedded. As a con- 
sequence, errors of interpretation have been perpetrated in the accounting history 
literature by isolating one small part of Sombart’s work, that which deals with the 
contributions of double-entry bookkeeping to capitalism, thereby misunderstand- 
ing his intent. Although Sombart may have admired double-entry bookkeeping 
as a system of logical business calculation, he despised the economic and social 
consequences that its use allowed and, by association, he condemned those who 
were the prime beneficiaries of the ability of accounting to rationalize and objectify 
business. Overwhelmingly, for Sombart these were Jews. Hence, there is a paradox 
in Sombart’s descriptions of double-entry bookkeeping, to which, to date, account- 
ing historians apparently have been oblivious. 


AUTHORIAL IDENTITY AND SCHOLARLY DEBATE 


While a positivist epistemology may see it as a sign of methodological integrity to 
give exclusive priority to content over context in the search for meaning and to 
eulogise the disciplined separation of the researcher from the research subject, 
when these supposed virtues are applied to the study of history the resulting parti- 
ality of the results is inevitably misleading. Recent revelations, for example, of the 
previously secret and close association of the influential German philosopher Martin 
Heidegger with the Nazis have led to calls for a closer reading of his work in the 
context of his earlier, and later denied, political beliefs (Lyotard, 1990; Caputo, 
1993, p. 7; Lang, 1996, especially pp. 7, 16-18, 20). 


5 Pirenne (1914) accused Sombart and his supporters in their single-minded pursuit of their favoured 
theories of dishonestly excluding examples of towns in the fourteenth and fifteenth centuries, not- 
ably in Italy, which were far more advanced than German medieval towns upon which Sombart 
develops his theories. So obvious were the differences that Pirenne (1914, p. 496) accuses Sombart 
of doing ‘violence to reality’. Later critics have supported Pirenne’s denunciation of Sombart’s 
approach to scholarship, describing Sombart as led by preconceived ideas instead of historical fact 
(Carosso, 1952, p. 28; for other criticisms see Walker, 1937, and Dobb, 1947). 
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In most disciplines, with the notable exception of the sciences and those which 
aspire to the hallowed mantle of being a science, scholars are not prepared to 
accept the ideas of great thinkers, scholars, composers, artists and writers divorced 
from a critical examination of their wider views of life and society and the influ- 
ences which informed their ideas. As subjects of scholarly inquiry, the famous 
have not been allowed to rest secure and unassailed for extreme views which may 
surface in other spheres of their life but which have not obviously intruded into 
their works. It is a tenet of literary criticism and literary biography, for example, 
that an author’s writing is not a separate product of an individual conceived 
in isolation from all other influences (see examples in- Saul, 1993, pp. 555-7). 
Authors are not able to quarantine exclusively their life from their work and 
approach each new endeavour unaffected by existing attitudinal predispositions 
and life-world beliefs. Within the views expressed in a work lie ideas that carry 
within them the motives and passions of the author. Creative output is the man- 
ifest consequence of many influences at different times in their life which find 
expression in their works. Only by being aware of these can the interrogator of any 
work hope to understand sensibly the ideas expressed. Failure to do so, argues 
Macintyre (1981, p. 11), ‘leads to an abstraction of... writers from the cultural 
and social milieus in which they lived and thought and so the history of their 
thought acquires a false independence’. Thus, it is not possible to separate 
Nietzsche’s writing from the effects of the debilitating illness which he suffered 
and which obsessed him throughout his adult life. The influence of his illness was 
so profound that some writers have argued that everything which he wrote can 
be traced to the pain which left him only for brief periods (Capp, 1998, p. 3). 
One occasion in 1879, when he experienced a rare escape from his pain, became 
the inspiration for the majestic beauty and peace of Zarathustra (Capp, 1998, 
p. 3). Windschuttle (1998, p. 6) in his criticism of Foucault’s rendition of Platonic 
love suggests that Foucault’s own sexuality may have had more to do with 
the Hellenistic views which he expressed in The Uses of Pleasure than with the 
abundant historical record, which it is alleged by classical scholars he chose to 
use selectively. Drawing from the accounting literature, Previts et al. (1990, p. 138) 
note how Carey’s assessment of Carmen Blough’s well-known integrity during 
the early days of the SEC in the United States was based upon ‘personality 
traits developed in his family, whose values were formed by a father who was a 
minister’. 

Sombart readily acknowledged in his case how, despite the researcher’s best 
efforts, the results of any scientific study would always be affected by the scientist’s 
attitudes and predispositions. The impact of the author was even more marked 
for Germans for ‘whoever is a good German, will paint German pictures, compose 
German poems, think German thoughts, even when he is least conscious of being 
German; in fact precisely when he is not conscious of it’ (Sombart, 1939, p. 28, see 
also p. 25). As someone who saw himself as a ‘good German’, Sombart accepted 
that the same forces were at work in his own writing. 

The importance of placing a particular work of an author within the wider 
context of their other work and views becomes particularly relevant when the 
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works become an instrument of social oppression or when the author’s views are 
masqueraded as scholarly contributions to legitimize essentially discriminatory 
and socially corrosive political ends. Nowhere is this more pertinent than the 
enlistment of the German intelligentsia in the 1930s by the Nazis in their scheme 
to isolate and then to annihilate European Jewry. The Nazis inherited spurious 
scientific racial theories which were the product of a long period of evolution 
within German culture which had benefited from the contributions of many writers, 
especially throughout the nineteenth century. Accordingly, anyone who may have 
contributed to the success of the Nazis’ program of murderous genocide, how- 
ever innocuous it may seem in isolation from the ultimate consequences of Nazi 
policies, should not be allowed to remain anonymous. Thus, for far too long Werner 
Sombart’s anti-Semitism has been allowed to remain hidden behind his passionate 
views on double-entry bookkeeping by accounting historians. They have been more 
interested in using Sombart’s laudation of double-entry bookkeeping as a con- 
venient scholarly entrance to evaluations of the importance of accounting in the 
rise of capitalism. This separation of the work and the author has failed to recog- 
nize, in Sombart’s case, that ‘anti-Semitism is not simply a “matter of opinion”,... 
the anti-Semitic attitude involves the whole of the personality’ (Sartre, 1948, p. 27). 
His work on capitalism and his views on double-entry bookkeeping place Sombart 
firmly within the stream of German romantic thought, including its demonization 
of Jews. The romantic poet Herder described how Jews had been ‘for centuries...a 
parasitic growth on the trunks of other nations: a race of cunning dealers almost 
throughout the whole world, which despite oppression never yearns for its own 
honor and dwelling, never for its own homeland’ (quoted in Poliakov, 1968, p. 162; 
see also Menzel in Pulzer, 1994, p. 20). 

Sombart was excited by the National Socialist’s vision to reinvigorate and re- 
store the German nation, even to the extent of being prepared to contemplate war 
to resurrect German greatness in order to protect ‘our national body’ (Sombart, 
1937, p. xi). Both idealized life in the Middle Ages, exaggerated the rural basis of 
German society (see below) and held passionate nationalist views in which the 
Jews were portrayed as the greatest threat to national cohesion and to Germany’s 
spiritual destiny. Most importantly, both Sombart and the Nazis were opposed to 
the effects of nineteenth-century liberalism and the individualism which this al- 
legedly had promoted at the expense of community interests. The task confronting 
the new German socialism of the National Socialist government, urged Sombart, 
was ‘nothing less than turning away from the economic age (i.e. modern cap- 
italism) . . . in its entirety’ (1937, p. 41, also see p. 146). Accordingly, he was full of 
praise for the new national spirit of community and sacrifice, embodied in the 
Nazi slogan, ‘All for our country’ (1937, p. xii). For Sombart, these hallmarks of 
true socialism characterized the ‘view held by leading members of the German 
National Socialist Party’ (p. 49). He quotes with approval Dr Robert Ley, the head 
of the Nazi’s National Labor Front, that ‘National Socialism...has developed 
the personality of the individual to the highest point of its capacity for, and not 
against, the community. That which we have achieved is true socialism’ (Sombart, 
1937, p. 49). 
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Husbands (quoted in the introduction to Sombart, 1976, p. xvi) believed that 
some of Sombart’s views were so similar to those of the Nazis that ‘it is only with 
considerable good nature that one can refrain from calling him a Nazi during the 
last years of his life’. Harris (1942) has argued that Sombart’s sympathy for the 
political program of the Nazis was not surprising. Indeed, it was a logical con- 
sequence of his long estrangement from capitalism and his strong attachment to an 
idealized, romantic notion of the German nation which he shared with the Nazis. 
Plotnik (1937, p. 43), referring to the views expressed by Sombart in his 1934 
treatise Deutscher Sozialismus, lamented how towards the end of his life ‘the “old 
Sombart” has disappeared completely; nothing of the old scientist is left in it: in its 
stead—a Hitlerite Nazi!’. Mitzman (1973, pp. 135-6) also condemns Sombart for 
his ‘flirtation with fascist ideology’ which moved him to ‘a position not far removed 
from Nazism’. In the introduction to one of his last major works, which Sutton 
(1948, p. 329) sees as a ‘pledge of allegiance to the Third Reich’, Sombart (1937, 
p. ix) reassured his audience that he was not ‘indifferent or unfriendly to the Hitler 
government; not in the least’. Sombart’s increasingly dogmatic and irrational views 
on German nationalism, his enduring antipathy towards the ‘Jewish spirit’ and his 
refusal to speak out against the Nazis led Plotnik to describe him in his later years 
as ‘a genius gone wrong’ (Plotnik, 1937, p. i).° 

Although Sombart admired the National Socialist vision for a strong Germany 
and shared their contempt for Jewish capitalism, he differed significantly on how to 
achieve the ideal state for which they both yearned. Consequently, to Sombart’s 
disappointment, his views held little attraction for the Nazis who, while treating his 
writings with respect, saw his singular romantic, bucolic prescriptions for Germany 
as inconsistent with their vision of an industrialized, modern nation. Also, in stark 
contrast to the extreme anti-Semitic rhetoric of the Nazis, Sombart sought only to 
encourage preservation of the differences that he believed existed between non- 
Jewish Germans and Jews and not to use these differences as justification to drive 
out the Jews (see below). Certainly, there is no evidence, either from Sombait’s 
own writings or elsewhere, that he would have been sympathetic to the Nazis’s 
program of genocide which came to fruition in the year of Sombart’s death. His 
strong support for the rise of a nationalist government which promised to be the 
source of redemption after the failed experiment of the Weimar Republic and the 
imposed guilt from World War I was not the same as acquiescence with the ex- 
cesses of Nazism. Unlike the Nazis, Sombart was impressed by Jewish abilities and 
their industry. Therefore, his preference was to allow Jews to co-exist (with the 
right controls) with their German neighbours and to continue to make contribu- 
tions from which Germany could benefit. Apart from this, Jews should expect little 
else from the nation. 

The following section highlights the influence of Sombart’s earlier life and the 
German romantic movement on his ideas about capitalism and accounting and 
his opinions of the Jews. It establishes the close connection between German 


5 His pro-Nazi sympathies were expressed further in Vom Menschen (1938), also referred to as Versuch 
einer geistwissenschaftlichen Anthropologie. 
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romanticism, its denunciation of capitalism and hostility towards Jews which Sombart 
was to incorporate in his writings on the evolution of capitalism. Sombart’s beliefs 
about the relationship between society and economic systems were the products of 
the German romantic movement which reached its zenith in the years 1790-1830 
(Abraham, 1982, pp. v-vii; von Engelhardt, 1988, p. 109) and which reappeared for 
a brief, but influential, period between 1893 and 1918, coinciding with the time of 
Sombart’s greatest productivity.’ Sombart’s ideal German society had no room 
for either an economic system which resembled modern capitalism or for those 
who insisted on sustaining its worst vices. From his ideal prescriptions, Sombart 
fashioned an extreme form of socialism which was offended by the consequences 
of the spread of the double-entry bookkeeping calculus in the hands of Jewish 
businessmen. 


THE INFLUENCE OF GERMAN ROMANTICISM 


The Ideal Society 

Sombart’s life encompassed the beginnings of the rise of Germany as a great 
industrial and imperial power and the start of its ignominious fall under the Nazis. 
His formative years were spent in privileged surroundings on large farm holdings 
owned by his father who, later in life, took an active role in German politics. The 
years spent by Sombart on his father’s manorial estates, surrounded by a system of 
deferential landless peasants the responsibility of a protective, paternalistic nobil- 
ity, were to provide him with the foundations for his ideal economic system of 
national socialism. His greatest works combined sociology and economic history in 
an attempt to understand the features which best characterized different economic 
epochs, although his enduring interest was with the rise and evolution of capital- 
ism. In the late nineteenth century he became an ardent follower of Marx, receiv- 
ing the blessing of Friedrich Engels on some of his earlier socialist writing. Later, 
Sombart was able to use his intimate knowledge of Marxism to good effect to 
become one of Marx’s more authoritative critics, towards the end of his life refer- 
ring to Marxism and proletariat socialism as aberrations of ‘true’ socialism. Marx’s 
international, proletarian conception of socialism became for Sombart the anti- 
thesis of nationally based socialism which drew its main principles from nineteenth- 
century German romanticism (Sombart, 1937, p. 77 and chapter XI, 1939, p. 7; 
Sutton, 1948, p. 317). German national socialism sought ‘its realization in a national 
union... (A) real order can be established nationally only if it accords with the 
various external, spiritual and intellectual conditions of the particular nation which 
God has created’ (Sombart, 1937, p. 113). 


During its second phase in Germany the music of Richard Strauss epitomized the longing for Ger- 
many’s simpler, spiritual past. The mood was captured in Strauss’ Till Eulenspiegels lustige Streiche 
(1895), Also Sprach Zarathustra (1896) and Ein Heldenleben (1898) (Abraham, 1979, p. 794). 


8 For additional biographical material on Sombart see Lebovics, 1969, pp. 51-3 and Mitzman, 1973, 
pp. 140-1 and his obituary in the American Historical Review (July 1941). 
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German romanticism’s ‘appeal to God, country and nature as the foundation of 
Germany’s spiritual greatness particularly appealed to Sombart, for whom ‘life 
acquires a meaning only through its relation to a value which is higher than life 
itself: to country and to God’ (1937, p. 150). Prior to the appearance of modern 
capitalism Sombart saw a symbiosis on the land between an idealized peasantry 
who worked the land and a benevolent landowning class. Each knew their station 
in life and the importance of honouring the’ expectations of each calling within 
a hierarchical and unchanging society. As long as each class continued to be 
satisfied with their lot and did not strive for more than was necessary for a sub- 
sistence living, German society would maintain the balance which had been 
intended by God. This nostalgic yearning for a time of greater certainty, however, 
explicitly excluded German Jews who were seen to have none of the character- 
istics which entitled them to be regarded as Volkish (see, e.g., Chamberlain, 1911, 
p. 329). According to Sombart, the ordained social balance was destroyed by the 
onset of high capitalism (Hochkapitalismus), in the eighteenth century, on the back 
of which rode the Jews who had never been part of the German Volk or, as city 
dwellers, had any stake in traditional communal living (Sombart, 1913, chapters 
VI, X). 

The ideal society and the ideal set of economic relations were epitomized for 
Sombart by the peasant society of the Middle Ages in Germany. He looked past 
the grim reality of the daily struggle for existence which was the lot of the landless 
peasant and saw a society built upon consideration for the community and for each 
other. It was a society where the spirit of cooperation (Bedarfsdeckungsprinzip) 
characterized relations both within the between classes. People engaged in eco- 
nomic relations to satisfy their basic needs without taking from others the same 
opportunity (see Commons and Perlman, 1929, p. 79; Dobb, 1947, p. 4; Eucken, 
1950, pp. 274-5). The medieval German theologian Johan Agricola (1496-1570) 
warned that ‘trying to be rich is avarice. Now it is not possible for one man to gain 
wealth without inflicting harm on another, unless he attempt it by means acceptable 
to God, namely, reticence, thrift, and moderation’ (quoted in Strauss, 1971, p. 115). 
Medieval life revolved around the dictates of nature and the satisfaction of each 
individual’s natural wants. Striving for an excess of goods or wealth was both 
unnatural in the sight of God and a dangerous social innovation. The pre-capitalist 
man was a ‘natural man, man as God made him, man who did not stand on his head 
or run on all fours (as the case today in economic activities). The pre-capitalist 
man stood firmly on his two legs... His economic outlook springs quite easily 
from human nature’ (Sombart, 1967, p. 13). 

In the handicraft industries, craftsmen were to provide for themselves according 
to their station in life and no more. Their needs were fixed and limited. What 
mattered most to the craftsmen in Sombart’s extreme, romanticized vision of medi- 
eval society was a product of which they could feel proud. Payment was almost 
incidental to their obligation to use their talents as if in the service of God. So 
committed were they and the peasant to their calling that it grieved them to be 
parted from the results of their handiwork: ‘when the dappled cow was led from 
the stables to the shambles, the old peasant woman’s eyes were wet’ (Sombart, 
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1967, p. 18). In a manner similar to their peasant brethren, the artisan’s existence 
was governed by the laws that were ‘thoroughly natural, comparable to the growth 
of a tree or the singing of a bird’ (Sombart, 1967, p. 19). 

Consistent with Sombart’s misty-eyed longing for a time long past, reappearing 
throughout his work is his dichotomous division of societies into those which were 
‘individualist’ and those that were ‘universal’. Individualist societies (Gesellschaft), 
of which capitalism was the archetype, were loose aggregations of separate, isolated 
individuals held together by explicit social contracts to guarantee their rights to 
pursue their own selfish ends. In contrast, universalistic societies (Gemeinschaft), 
the ideal form of which was a peasant economy, were living organisms in whose 
service individuals would work for the good of all (Plotnik, 1937, p. 54; Kohn, 
1969, p. 16). Change in universalistic societies was infrequent and destructive of 
existing cooperative relations. Left to themselves, the community concerns of 
universalistic societies allowed them to maintain an enduring balance between 
different social levels. They epitomized the stability possible for societies based 
on an intimate association with, and understanding of, nature and a preparedness 
by everyone to submit themselves to the interests of the community. Progress, 
argued Sombart, was fatal to this romantic conception of the ‘natural’ German 
(1937, p. 149). 


The Origins of German Romanticism 

The romantic ideal of German society was a nationalistic response to the loss of 
identity and to the humiliation which the Germans felt as a consequence of the 
invasion of Napoleon in the first decade of the nineteenth century and the rapid 
spread of French culture (Butler, 1942, p. 30). In particular, they rejected the 
rationalism of the French Enlightenment that was seen as the means of destroying 
the organic order of German society. Therefore, adherents of German romantic- 
ism in the late eighteenth and early nineteenth century took upon themselves the 
responsibility for shaking the German people out of the stupor induced by the 
seductive changes and events of the late eighteenth century in France. 

The wider effect of the questioning by the French philosophes and scientists 
of the eighteenth century contributed to the demise of the old order, the demys- 
tification of both nature and an individual’s relationship with God. Intuition, faith 
and feeling were replaced by reason and rational calculation. Where the Enlighten- 
ment project encouraged a logocentric and material approach to the world, the 
romantics reacted to this by emphasizing the metaphysical aspects of existence 
(Harris, 1942, p. 820). They substituted the rationalist’s mechanical conception of 
God’s universe with one that drew close to the beauty of the natural environment. 
The common enemy for German romantics and nationalists was ‘Western and 
identified with beliefs in the rights of man, individualism and political rationalism’ 
(Pulzer, 1994, p. 30; see also Chamberlain, 1916, p. 58). These were qualities that 
the German romantics were only too ready to attribute to Jews in whom, according 
to Wolfgang Menzel in the 1830s, were embodied ‘all the loathsomeness that lies in 
the boundless insolence, in the pandering to French fashion, in the malicious... 
hatred of all things German’ (quoted in Pulzer, 1994, p. 20). 
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Denied political unity by the Napoleonic wars, Germans turned instead to their 
past to seek refuge from the spiritual assault of the present and to discover a 
common cultural identity which they believed had been submerged by the events 
of history (Halsted, 1965, p. xvi; Mosse, 1970, pp. 8, 10). The call of a more glorious 
past was all the more appealing at a time when Germany was a loose association 
of economically backward regions which did not have France’s advantage of the 
well-developed, unified culture which most of the civilized world sought to mimic. 
Thus, German poets and dramatists were encouraged to seek inspiration in their 
Teutonic past from which the folk poetry and epic sagas of medieval Germany 
best captured the mythical, idealistic intent of romanticism. Wilhelm Grimm, of 
the brothers Grimm, described folk poetry as written by God ‘as he did the ten 
commandments; it was not pieced together like the mere work of man’ (quoted 
in Kohn, 1969, p. 56). The prominent romantic Friedrich Schlegel’s An die Deutschen 
(To the Germans), published in 1800, iterated to Germans that their destiny was 
spiritual (Kohn, 1969, p. 58). Accordingly, the romantic appeal to an idealized 
past both sought to reassure Germans that there remained in all of them an un- 
breakable, incorruptible family bond and to use this past as a template for the 
future. Man, protested the romantics, was not a free agent whose actions were 
governed only by the application of objective, relentless reason and base selfish 
instincts. Thus, observed the French author Georg Sand, romanticism was an 
era of ‘emotion rather than reason; the heart opposed to the head’ (Furst, 1969, 
p. 3). . 

From the writings of Goethe,’ Klinger, Novalis”? and Schiller, romanticism in the 
late eighteenth and early nineteenth centuries spread to art, music, philosophy, 
politics and the law. Indeed, the decades spanning either side of the first years 
of the nineteenth century constituted a period of great cultural richness in which 

` the different arts shared a common vision of Germany’s destiny. Novalis saw the 
essence of romantic writing and art as the ability to give ‘what is commonplace an 
exalted meaning, what is ordinary a mysterious aspect, what is familiar the impress- 
iveness of the unfamiliar, to the finite an appearance of infinity’ (quoted in von 
Engelhardt, 1988, p. 109). The rich mythology and imagery of the Teutonic sagas 
and folk tales found expression in the romantic music of Wagner (1813-83), 
Beethoven (1770-1827), Weber" (1786-1826), Schubert (1797-1828), Schumann 
(1810-56) and Liszt (1811-86). Karl Philipp Emanuel Bach’s (1714—88) Fantasien, 
Abschied von meinem Silbermannischen Claver (1781), Weber’s romantic operas 
and Beethoven’s Pastoral Symphony and Fifth Symphony captured in dramatic 


Goethe has been described as the intellectual centre of German romanticism and the ‘last and the 
greatest of the eighteenth century literary figures who made German culture the equal of the older 
civilisations of the West’ (Kohn, 1969, p. 22). 


Novalis was the pseudonym for the wealthy aristocrat Friedrich Freiher von Hardenberg. 
Karl Maria von Weber is generally recognized as the leading exponent of romantic music. Accord- 


ing to Einstein (1985, p. 2429), he was the first national German musician in which the Volk were 
given a strong voice. 
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fashion the passionate exultation of nature and homage to the peasants which 
were at the heart of romanticism. The folksong (Volkslied) movement best of all 
was able to express the romantic nostalgia for Germany’s medieval past which 
had been swept away by the Enlightenment’s relentless challenge to the existing 
order. 

In the wake of the Enlightenment came industrialization, cities and the aliena- 
tion of individuals from each other. The peasant and the craftsman, without any 
say on their part, were torn from the land and herded into large cities to feed the 
needs of capitalism. In the process, they lost their sense of community, their love of 
God, the dignity which came from living close to nature, and their spiritual purity 
was threatened. Indeed, a sense of community could only come from a belief in 
God. Thus, for Sombart the worst thing that had happened to Germany, and to 
individuals in general, was the loss of their faith in God (1937, p. 31). Love could 
only come from God: ‘nothing like love can ever come from community of labor, 
community of production and still much less from community of commerce’ 
(Sombart quoted in Plotnik, 1937, p. 37). 

Cities corrupted the volkish spirit by pitting individuals against each other and 
devaluing their contributions to the community. The natural organic order of the 
peasant economy, which had been the source of Germany’s greatness, was de- 
stroyed and in its place appeared an order of godless artificiality and materialism 
(Sombart, 1937, p. 32). The volkish spirit (Volksgeist) of the peasant economy was 
submerged, although not entirely extinguished, by its antithesis and unnatural 
adversary, the capitalist spirit. As the communal structure of medieval society re- 
ceded, the volk, or the German racial community, assumed prominence as an ideal 
which had endured throughout Germany’s past, binding together all ‘true’ volkish 
German people in their common origins and eternal spirit (Mosse, 1970, p. 8; see 
Herder in Butler, 1942, p. 26). Some romantics believed that this volkish spirit was 
unique to Germany. It was ‘obvious... that only the German... has a folk and is 
entitled to count on one, and that he alone is capable of real and rational love for 
his nation’ (Fichte quoted in Butler, 1942, p. 46). Their volkish nature, announced 
Schiller, made the Germans the sole repository and guardians of morality (Butler, 
1942, p. 30). Germans, therefore, had a duty to live a volkish life and the state had 
the obligation to ensure that social conditions were conducive to the preservation 
of the Volksgeist (Sombart, 1937, p. 130). 


The State Above All 

Preservation of the true German nature could only be assured if the state were 
supreme and then each member of society subjugated their individuality to the 
needs of the state, thereby identifying themselves with the state. If necessary, to 
achieve this, Sombart advocated that Germany should ‘take as much land for 
ourselves as appears necessary’ (quoted in Mitzman, 1973, p. 263). Hegel credited 
the German state with divine qualities, describing it as ‘the Divine Idea as it exists 
on Earth’ (quoted in Harris, 1942, p. 823). According to the nineteenth-century 
romantic Fichte, true freedom is the desire to follow the standards of behaviour 
and morality inherent in the Volk (Harris, 1942, p. 822). The pursuit of selfish 
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individualism weakened the state to the detriment of all. Thus, in the interests of 
the greater good, the state should have the right to override individual wishes 
whenever these are seen to conflict. Totalitarianism, suggested the early nineteenth- 
century romantic Rademacher, was an inescapable characteristic of German 
romanticism. Members of the folkish community had meaning in proportion to the 
extent to which they were prepared to surrender their individuality to the group. 
Society could then be described as Gemeinschaft and not Gesellschaft (Harris, 
1942, pp. 818, 821). The authority of the state was to be supreme and, given that it 
emanated from the Volk and worked in their interests, all laws were to be obeyed 
as the embodiment of the will and the spirit of the Volk. The greater the spiritual- 
ity of the state, promised the romantic writer Novalis, ‘the more it approaches the 
poetical, the more joyfully will every citizen .. . limit his demand and be ready to 
make the necessary sacrifice’ (quoted in Kohn, 1969, p. 53). 

German romanticism and its conception of a special volk meant that the world 
was divided into those who carried within them the German Volksgeist and those 
who were the excluded outsiders. In this way, romantics sought to awaken the 
German people to the threats which outsiders posed to their essential German 
identity as expressed in the Volksgeist. It was necessary, therefore, to be able to 
identify the outsider, especially those who lived within the midst of the German 
people and who coveted the privileges of being accepted as part of the Volk. The 
easiest of these exotics to recognize, reassured the romantics, were the business- 
like Jews who had managed to maintain a strong, separate and prominent social 
identity across the centuries. By honing the abilities which were best suited to 
capitalism, they had helped to sustain capitalism throughout its history and were 
now reaping the considerable benefits at the expense of the Volk. In 1818 Garlieb 
Merkel warned his German readers that the Jews ‘had increased their wealth at a 
terrifying rate. They knew how to gain equality with the Christians everywhere and 
they zealously set about developing this equality into further privileges’ (quoted in 
Katz, 1980, p. 94). Jews were condemned at the height of the romantic period for 
being a ‘widespread band of merchants closely welded by faith... and outlandish 
customs... deliberately inhibiting any participation in any local national associ- 
ation’. The German nation, therefore, had been ‘compelled by virtue of national 
character to close itself up against them’ (quoted in Katz, 1980, p. 87). 


CAPITALISM, ACCOUNTING AND THE SOMBART THESIS 


Sombart’s explanation for the disappearance of peasant and handicraft economies 
and the appearance of capitalism differed in important aspects from the work of 
Marx. Significantly, Sombart did not see the different economic systems as part of 
an onward, evolutionary process where material differences between antagonistic 
classes precipitated the move to another stage. Instead of Marx’s dialectical materi- 
alism as the motive force of change, Sombart preferred a psychological approach. 
The impetus for change did not exist outside the participants but was a manifestation 
of deeper seated social attitudes and beliefs which combined to create identifiable 
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psychological predispositions peculiar to each economic epoch. Parsons (1937, p. 498) 
refers to Sombart’s work on capitalism as part of the ‘main line of German his- 
toricoideolistic methodological thought’. 

Unlike Marx, who was more concerned with the origins and destiny of capital- 
ism, Sombart’s mission was to distil the essence of capitalism and to contrast it with 
the previous handicraft stage. Marx’s work, rather than looking backward, pos- 
sesses a forward momentum leading to the final socialist stage emerging from the 
remains of capitalism after its inner, contradictory forces had shaken it to pieces. 
In Marx’s conception of the onward march of economic change, the process was 
evolutionary and continuous. For Sombart this view of history was too simple and 
deterministic. Instead of continuities, at ‘each change in economic organisation 
we find a break of continuity ...[H]istory does not present itself to the eye of the 
observer under the guise of an inclined plane; it resembles rather a staircase’ 
(Sombart quoted in Pirenne, 1914, pp. 494-5). 

The arrival of capitalism put an end to the natural harmony of the pre-capitalist 
society. In the place of the spirit of cooperation came a passion for Erwerbsprinzip 
(unlimited and unrestrained acquisition), a lust for unlimited profit and the habit 
of rational calculation (Sombart, 1937, p. 5, 1967, p. 154; Parsons, 1928, p. 646; 
Heaton, 1948, p. 185). According to Sombart (1937, p. 6), this amounted to the 
worship by capitalists of the ‘god of the underworld’. Under capitalism, the only 
values which counted were those which could be expressed in money terms. All 
other features of life were denied recognition, including ‘beauty, strength, good- 
ness, wisdom, artistic ability, birth, race, family, traditions’ (Sombart, 1913, pp. 131, 
133, 274, 1937, p. 22). This metamorphosis in the nature of society and economic 
relations was for Sombart a consequence of a fundamental mental and spiritual 
transformation throughout society. Man was no longer the centre of divinely or- 
dained and immutable social relations but, instead, was the plaything of anonym- 
ous economic forces. 

Whereas in pre-capitalist society the peasant and craftsman had no use for 
calculations of wealth and profitability, or even the need to have the capacity to 
hold numbers in their head, capitalism favoured a small elite who were able to 
refine these abilities to the point where they became distorted social and personal 
pathologies (Sombart, 1937, p. 23, 1967, p. 18). Sombart’s simple, almost childlike, 
pre-capitalist peasant and craftsman had no use for calculation that went beyond 
‘the knots in the kerchief made by the peasant going to market’ (1967, p. 18). In 
the presence of the unnatural calculating man, the simple peasant or craftsman, 
to whom the desirability of amassed wealth had ‘never once entered’ their head 
(1967, p. 18), was at a considerable disadvantage. Although the avaricious, untrust- 
worthy businessman with base morals may have been able to get the better of the 
trusting peasant, he could not take from the peasant their noble dignity. The 
innocence and lack of guile of the peasant and the artisan, which were the source 
of their unsophisticated attitude toward their fellow man, were the guarantees of 
their spiritual purity and moral superiority. 

In his best known work, the massive Der Moderne Kapitalismus, which appeared 
in three volumes and many editions between 1902 and 1927, Sombart divided 
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capitalism” into three stages: Friihkapitalismus (pre-capitalism) which ended be- 
fore the mid-eighteenth century; Hochkapitalismus (high capitalism), 1760-1914; 
and Spatkapitalismus (late capitalism), the period in which Sombart wrote the final 
volume of Der Moderne Kapitalismus (see Usher, 1922, p. 528). His abiding prim- 
ary interest was the period of high capitalism. Business in the first stage was led by 
merchants, craftsmen and adventurers while the second stage was dominated by 
the capitalist entrepreneur.” The main feature of Hochkapitalismus and Spdtkapit- 
alismus is the unrestrained pursuit of profit. 

Each economic system in Sombart’s schema had three defining features: ‘a form 
of organisation, a technique, and a mental attitude or spirit’ which was unique to 
each economic epoch (Sombart quoted in Parsons, 1928, p. 644; Parsons, 1937, 
p. 496; Heaton, 1948, p. 185). Most significant was the spirit that defined an age. 
This recognisable spirit or Geist, the presence of which Weber, Hegel and other 
German idealists also recognised (Parsons, 1928, p. 645; Harris, 1942, p. 824), was 
‘the sum total of the purposes, motives, and principles that determine men’s beha- 
viour in economic life’ and gives each economic system its singular form (Sombart, 
1919, Vol. I, p. 25, 1929, p. 14, 1939, pp. 5, 7). The capitalist spirit, ‘the spirit that 
rules our life and directs the fate of the universe’ (Sombart, 1967, p. 22), was a 
combination of a spirit of enterprise which was associated with acquisitiveness and 
competition, and a bourgeois spirit, which for Sombart was epitomized by methods 
of exact rational calculation, careful business planning and efficiency (Sombart, 
1913, p. 160). These two spirits created capitalism by transforming traditional 
society and placing the natural man of pre-capitalism in an alien environment 
governed by what had been previously alien motives. Competition was substituted 
for cooperation and sufficiency was supplanted by excess in the relentless ‘institu- 
tionalisation of self interest’ (Sutton, 1948, p. 327). 

Capitalism was portrayed by Sombart as knowing no bounds and unable to 
recognize the social consequences of its limitless striving. Capitalist economic 
activity became the end rather than a means as it carried all before it with its per- 
suasive logic of calculation and accumulation, eventually to be transformed into ‘a 
compulsive institutionalised system’ (Parsons, 1928, p. 650; Sombart, 1937, p. 498). 
Capitalist businessmen were ‘occupied day and night in an almost feverish restless- 
ness in order to bring about the most practical and rational shaping of economic 
and technical processes’ (Sombart, 1909, p. 5, 1976, p. 4). Accordingly, capitalism 
reduced ‘human modes of thought from the refined, the abstract, and the qualit- 
ative to the debased, the concrete, and the quantitative ...[the] reduction of all 
relations to cash terms’ (Introduction to Sombart, 1976, p. xvi). Essential to the 


Ë In Der Moderne Kapitalismus capitalism is defined as ‘a particular economic system, recognizable as 
an organisation of trade, consisting invariably of two collaborating sections of population, the owners 
of the means of production, who also manage them, and propertyless workers ..., which displays 
the two dominant principles of wealth cr2ation and economic rationalism’ (Sombart, quoted in 
Most, 1972, p. 722). 


3 Soon after the first two volumes of Der Moderne Kapitalismus were published in 1902, Sombart 


continued his examination of capitalism with The Jews and Modern Capitalism (1913) and The 
Quintessence of Capitalism (1913). 
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spirit of capitalism was ‘the tendency, the habit ...the capacity, to think of the 
universe in terms of figures, and to transform these figures into a well knit system 
of income and expenditure’ (Sombart, 1967, p. 125). In particular, double-entry 
bookkeeping was ‘of the greatest significance for the full development of the capit- 
alistic enterprise’ (Sombart, 1919, p. 266). It allowed the businessman to trace the 
circulation of his capital through the business, from the initial injection of the capital 
to where it eventually bore fruit as profits and then back to the capital account. 
Capitalism, argued Sombart, was inconceivable without double-entry bookkeeping. 
Double-entry bookkeeping allowed the concept of capital, created organizations 
dedicated to adding to the owners’ capital, gave visibility to profit and allowed the 
separation of business activities from the other affairs of the owners (Sombart, 
1919, pp. 273-4; Yamey, 1949, p. 99; Winjum, 1972, p. 236). It was as a result of the 
spread of double-entry bookkeeping that ‘conditions were created that permitted 
the essential ideas of the capitalistic economic system to be fully developed: the 
creation of wealth and the idea of economic rationality’ (Sombart, 1919, p. 272). 
Economic rationalism depended upon a plan to order business activity which cen- 
tred upon the need for efficiency and the ability to calculate the rate of progress 
towards the goals (Sombart, 1913, pp. 160-1). Thus, double-entry bookkeeping was 
a powerful means to unify the goals of business and, thereby, efficiently to direct its 
energies. However attractive this may have appeared, Sombart warned that it did 
not come without a substantial cost to both individuals and to the society that had 
to accommodate the excesses of capitalism. In the frantic rush for great wealth, 


the amount invested . .. is separated from all natural objectives of human welfare... He 
who buries himself in double entry bookkeeping forgets all quantities of goods and work, 
forgets all the organic limitations of the necessity to satisfy human wants, and satisfies 
himself solely with the idea of wealth. (Sombart, 1919, p. 272) 


At the forefront of the cynical, self-serving use of double-entry bookkeeping envis- 
aged by Sombart were Jewish businessmen. Sombart’s association of these is now 
examined. 


THE ‘JEWISH QUESTION’ AND CAPITALISM 


Sombart’s seemingly innocuous observations about the contributions of Jews to 
modern capitalism reinforced well-entrenched German, and European stereotypes 
of Jews which portrayed them as aliens wherever they were to be found. Sustained 
attacks on, and caricatures of, Jews by the late nineteenth century had become part 
of the German cultural tradition. At no time in Germany between 1871 and 1933, 
observes Pulzer (1994, p. 23), were Jews seen as anything other than different from 
other German citizens. According to one seventeenth-century German writer Jews 
were ‘a race faithless and pusillanimous, enemies to all the world and especially to 
all Christians, caring not whose house burns so long as they may warm themselves 
at the coals’ (Sombart, 1913, p. 133). They were well known to derive 


W For a discussion of the emergence of double-entry bookkeeping see Williams (1978). 
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their profits from war, murder and assassination; while other peoples seek to derive it by 
means of war, murder, or assassination. Without a navy, without an army, the Jews work 
their way up to the position of being the ane ones of the earth, using as their weapons 
those of the Florentines—money, treaties ... and knowledge. (Sombart, 1967, p. 101) 


As a result, cultural stereotyping was able to provide sustenance to the fledgling 
Nazi party in the 1920s as it sought firstly to gain recognition and then vindication 
for its policies of exclusion and victimization in the 1930s. As the frequency and 
severity of attacks on Jews mounted after the Nazi rise to power in January 1933, 
Sombart took the opportunity to give further exposure to his views that pointed 
out the culpability of the Jews for the social and economic problems which Ger- 
many was then facing. While he did not advocate the extreme treatment favoured 
by the National Socialists, Sombart found himself in general agreement with their 
mistrust of German Jews. As contributions to the substantial body of anti-Semitic ` 
writings of the interwar years, his views were neither innocuous nor inconsequen- 
tial in the contributory legitimacy they accorded anti-Semitic propaganda. 

Jews were condemned in Sombart’s eyes because they personified the spirit of 
capitalism. According to Sombart, there was a unique Jewish spirit that was effect- 
ively the same thing as the spirit of capitalism. Judaism, argued Sombart in Jews and 
Modern Capitalism, provided the moral basis for capitalism; the same spirit was 
in each (1913, p. 205). Judaism, unlike any other religion, 


perfected and carried to their logical conclusions all those teachings that were beneficial 
to the capitalist spirit . . . [A]ll those ethical regulations that were favourable to the devel- 
opment of the capitalist spirit were influential in Judaism a thousand years longer than in 
Christianity. (Sombart, 1967, pp. 264-5) 


Jews were masters of the rationalization of the world and, as history had shown, 
were best able to use modern accounting to get their own way. Double-entry 
bookkeeping, as a means of rationalizing business, for Sombart epitomized the 
unpalatable essential nature of Jews which stood in stark contrast to the virtuous 
German volkish spirit. Double-entry bookkeeping allowed Jews, as a recognizable 
social grouping in Germany, to give full vent to their lust for money and wealth. 
Sombart agreed with the Nazis that those who most benefited from capitalism’s 
encouragement of the selfish, lustful pursuit of profit had done so at the expense of 
their fellow German citizens. It was the responsibility of the state, therefore, to 
retrieve the advantage in favour of the Jews’ defenceless gentile neighbours. It was 
the Jew who set out to ‘impregnate economic life with a modern spirit, because it 
is they who first bring the innermost idea of capitalism to its full development’ 
(Sombart quoted in Pulzer, 1994, p. 9; Sombart, 1913, pp. 5, 50). Jewish felicity with 
rational calculation accustomed them 


to a mode of living contrary to . . . Nature and therefore also to an economic system like 
the capitalist, which is likewise contrary to...Nature. What in reality is the idea of 
making profit, what is economic rationalism, but the application to economic activities of 
the rules by which the Jewish religion shaped Jewish life? Before capitalism could develop 
the natural man had to be changed out of all recognition, and a rationalistically minded 
mechanism introduced in his stead. (Sombart, 1913, p. 238) 
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Betraying his romantic heritage, Jews were portrayed by Sombart as material, 
urban” and driven by money in all matters. These characteristics distinguished 
them from the genuine German Volk and defined them as its antithesis. Their 
physical appearance also marked them as different. According to Chamberlain and 
Sombart, Jews had a ‘scientifically proven’ characteristic physiognomy which marked 
them as a different species to the natural German (Chamberlain, 1911, p. xciii; 
Sombart, 1913, pp. 289-91; see also Mosse, 1970, p. 64). Their unscrupulous beha- 
viour in business, whereby they ‘were never conscious of doing wrong, of being 
guilty of commercial immorality’ (Sombart, 1913, p. 129), also made them distinct- 
ive. Jews were referred to pejoratively as the commercial jackals of the world, 
arriving in a timely fashion to take advantage of the misfortunes of others. They 
never initiated or created anything of lasting spiritual value, preferring instead to 
` lie in wait for opportunities to use their finely honed skills. Consequently, the Jew 
lacked 


the quality of instinctive understanding; he responds less to feeling than to intellect . . . Akin 
to this characteristic is that of a certain lack of impressionability, a certain lack of recept- 
ive and creative genius ... He does not think of his environment as something alive, and 
that is why he has lost his true conception of life . . . of its being an organism. (Sombart, 
1913, pp. 261-3) 


Being perceived as pariahs in Germany for centuries, indeed in all European soci- 
eties, it was usual for many occupations to be closed to Jews. Therefore, they were 
given little choice but to turn to those occupations, overwhelmingly associated with 
business and finance,’* which had been shunned by their gentile neighbours (see 
Weber’s comments in Pulzer, 1994, p. 10). Most facets of the business world, espe- 
cially usury, were rejected as not worthy of good Christians and dangerous to their 
souls (Exodus 22:25; Leviticus 25:36, 37; Deuteronomy 23:19; see also Pacioli, 1974, 
chapter 2). Governments also were only too eager in the Middle Ages, and later 
centuries, to encourage Jews to take a dominant role in business. Monarchs needed 
capital to fight their wars and to sustain their lavish lifestyles. Jewish financiers 
proved to be reliable sources of funds and also compliant victims should rulers not 
be able to repay the loans. Jews rarely enjoyed the same rights at law as other 
citizens and could be induced to accept greater social recognition for their families 
in exchange for the forgiveness of debts owed to them. These pacts of convenience 
were important in the rise of powerful Jewish family businesses by providing a 
measure of protection for their assets and an uncertain means of gaining some 
social legitimacy. 

Sombart believed that the persecution suffered by the Jews, and the resulting 
dispersion of them throughout the world, had eventually been turned by them to 
their great advantage. Business networks established on the basis of a common 


5 Pulzer (1994, pp. 2, 4-5) confirms that German Jews in the nineteenth century came to be increas- 
ingly concentrated in the cities. By 1910 over a quarter of Germany’s Jews lived in Berlin. 


16 A survey of Germany in 1821 disclosed that 46 per cent of Jewish families were occupied with trade, 
especially in second-hand goods (Mosse, 1987, p. 30). 


74 


HISTORY, ACCOUNTING AND WERNER SOMBART PARADOX 


religious affiliation and a shared sense of alienation provided a strong basis for 
building trust (Sombart, 1913, pp. 169-70; Sée, 1968, p. 22). In an era when trading 
across national boundaries and over long and perilous distances was fraught with 
great uncertainty, long established commercial and blood relationships between 
families served to protect Jewish businesses from many of the uncertainties facing 
their gentile competitors. These advantages, decreed Sombart, gave the Jews a 
pernicious influence which sapped the spiritual strength of Germany. It has been 
claimed, therefore, that it was the responsibility of German socialism to free the 
country of the Jewish spirit which sustained selfish capitalism, thereby bringing 
with it a ‘decomposing Jewish influence on our popular life’ (German Conservative 
Party 1892, as quoted in Pulzer, 1994, p. 2). 

The spirit of capitalism was not a feature of ‘Heroic People’,” that is, Germans, 
but of the trading peoples, of which the Jews were the leading example (Sombart, 
1967, p. 217; Lebovics, 1969, p. 63). Heroic People had a strong attachment to the 
soil and valued above all else beauty, loyalty and honesty. Capitalism was anti- 
heroic, unnatural and injurious to the soul of the nation. Jewish preference for the 
things of the world, and not those of the spirit, arose from within their unchanging 
base nature. Therefore, it was something over which they had little control. It was 
a predisposition, an inbuilt bias, that both as individuals and as a community they 
could do little to change. The state needed to recognize this, claimed Sombart, not 
for the purposes of eradicating entirely the Jewish influence from Germany, for 
Sombart recognized this was politically impossible and potentially injurious to the 
German nation, but rather to contain it in the interests of the state (Sombart, 1937, 
p. 180). If the essential Jewish nature could not be changed, the state had to recog- 
nize that Jews were different and would always remain outside the German Volk. 
They were strangers and foreigners. As strangers, they had the suspect morals 
of strangers (Sombart, 1913, p. 177; Sombart referred to in Mitzman, 1973, p. 252). 
Thus, in all their business dealings they were wily, cunning and indefatigable in 
their pursuit of profits. Even as ‘the natives are still in their warm beds the new- 
comers stand without in the sharp morning air of dawn... They must of necessity 
determine ... what is the shortest cut to their goal’ (Sombart, 1913, p. 176). As a 
result, both for their own benefit and for that of the state, they should be treated 
differently. Indeed, judged Sombart, Jews could not expect to have the same rights 
as other German citizens (Sombart, 1937, p. 176). However, this was not the pre- 
text of the Nazis to abuse and murder Jews for their alleged differences. It was 
entirely a matter of citizenship based upon racial kinship which required the pre- 
servation of difference in the best interests of the German nation. 

To support his contention that Jews should not be treated as equals with their 
fellow Germans, Sombart pointed out that in pre-Wilhelmian Germany society, 
which had enjoyed a long period of relative social calm, Jews had been excluded 


17 Mosse (1970, pp. 63-5) suggested that a good example of the portrayal of the heroic nature of 
Germans, and the stereotyping of the Jew as the opposite, was Felix Dahn’s very popular book, 
Fight for Rome, published in 1867. The heroes are the Germanic Goths who are honest, courageous 
and pure. Their enemies, the Italians, are betrayed by Jochem the Jew. 
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from positions of judicial administration and the military. He lamented that ‘had 
this practice been retained and had the Jews been assigned to other important 
fields... the German fatherland and...the Jews themselves, would have been 
spared heavy afflictions’ (1937, p. 177). It was the responsibility of the state to 
identify the different spirits of each group within its population and then, to take 
advantage of these differences: ‘the state must endeavour to select individuals, in 
accordance with their nature, from the different races and with them build up its 
populations’ (Sombart, 1937, p. 176). A form of eugenics was called for which 
would be limited to economic segregation. History had shown that expelling Jews 
had led to the financial rum of the host country (Sombart, 1913, pp. 21, 171). Thus, 
Sombart did not believe ihat it was possible to have a racially pure population, 
however attractive ‘overcoming and removing’ the Jewish capitalist spirit might be 
for Germany. To do so ultimately would be to harm Germany. 


CONCLUSION 


Although Sombart’s nationalist prescriptions to combat the ills of twentieth- 
century capitalism were decisively discredited by the events of World War H, his 
passionate belief in a unique ‘spirit’ which is the hallmark and driving force of 
capitalism continues to influence debate. His belief in the benefits which German 
socialism could bring to his country determined his opposition to capitalism and 
his judgment of the Jews, whom he saw were best able through the circumstances 
of their history, race and nature selfishly to take advantage of the worst aspects of 
capitalism. While some of Sombart’s beliefs may have changed direction during his 
life, he did not deviate from his conviction that the attributes which best equipped 
an individual to live successfully in a capitalist society appeared to a remarkable 
degree in Jews. Thus, his praise of double-entry bookkeeping was used as a means 
to damn Jewish businessmen, and Jews in general, not because he was an advoc- 
ate of the virtues of double-entry bookkeeping. While it has been suggested by 
accounting historians that he may have seen in double-entry bookkeeping an appeal- 
ing system of almost faultless logical financial calculation, he primarily used it to 
demonstrate the compatibility between the calculating, rational nature of Jews and 
the skills best suited to take advantage of the worst excesses of modern capitalism. 
The Jew could not have been as successful without double-entry bookkeeping and 
double-entry bookkeeping would not have been so pervasive without Jews. 
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The Accounting—Clinical Interface— 
Implementing Budgets for Hospital Doctors 


The implementation of budgets for hospital doctors has been the subject 
of study in many countries. A general conclusion to emerge from these 
various studies is that of failure—of an inability of accounting informa- 
tion to make meaningful connections with the world of the hospital doctors. 
A distinguishing feature of maay policy initiatives which seek to reform 
practice in the state-owned or state-financed institutions has been the 
perspective adopted by policy-makers—that of modernizers or reformers 
who pursue their policies with relentless conviction, even where there is 
no sign of successful implementation. This article presents a contrasting 
view, in which a more complex understanding of .the reform process is 
necessary, to explain successful clinical budgeting. 


Key words: Budgets; Doctors; Health care; Hospitals; Reforms. 


This article examines the introduction of budgets for hospital doctors in publicly 
owned hospitals. This is a subject which has attracted the attention of policy- 
makers, managers and academic researchers. From the policy making and managerial 
perspectives, this interest revolves around the need to contain costs. This pressure 
to contain costs is in the face of the increasing level of resources devoted to health 
care arising from the widespread adoption of significant medical advances (e.g., 
treatments which were once relatively unusual, such as triple heart bypass surgery, 
are now performed on a routine basis); increased expectations of the general pub- 
lic on the quality of care to be provided by hospitals and the increased longevity of 
the population (see Lapsley, 1996). The major interest of academic researchers has 
been in seeking an explanation of the apparent inability of hospital managers to 
implement budgeting systems which hospital doctors accept and are prepared to 
act on (see, e.g., Preston et al., 1992; Rea, 1994). This pattern of non-operational 
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budgetary systems for hospital doctors is characterized in this article as an account- 
ing failure. The issue of this accounting failure is examined, to determine whether 
it is inevitable, in five stages: (a) the accounting-clinical interface; (b) the the- 
oretical perspective adopted: modernizing reformers; (c) method of investigation; 
(d) research results; and (e) discussion and conclusion. 


THE ACCOUNTING-CLINICAL INTERFACE 


This study examines the difficulties surrounding the implementation of budgets 
for hospital doctors in publicly owned hospitals. This article uses the term clinical 
budgeting as the generic description for budgets for hospital doctors. This is a 
general term which has been re-labelled by policy-makers in initiatives to imple- 
ment budgets for hospital doctors.’ In hospitals owned by the state, the traditional 
role and activities of hospital doctors have not been constrained by clinical budgets 
(Perrin et al., 1978). Instead of financial controllers relying on the devolution of 
budgets to hospital doctors (as key triggers in the consumption of resources), they 
had to resort to financial management by stealth to break even financially (Lapsley, 
1992), as they sought to control costs by strong establishment control, minimizing 
build-ups of stocks of drugs and consumables and delaying payments to suppliers. 

The difficulties of budgetary control in publicly owned hospitals are a matter of 
longstanding concern to both academic researchers and to practitioners. In the 
U.K., these issues were investigated in a seminal report by the Merrison Com- 
mittee (1979) in its examination of health care provision by the National Health 
Service (NHS). This report identified the clinical decisions made by doctors as key 
influences on health care expenditure. These decisions include whether to admit 
patients to hospital or treat them as outpatients; whether to order diagnostic tests, 
prescribe drugs and/or recommend surgical procedures; and when to discharge 
patients. At that time, the Merrison Committee noted that hospital doctors had 
clinical responsibility for these decisions, but were not accountable for the resource 
and financial implications of clinical decisions, with no incentive to be economical 
with resources. 

The research team which advised the Merrison Committee on financial manage- 
ment advocated the development of clinical budgeting to address this issue (Perrin 
et al., 1978). In a service with escalating demands and pressures of cost contain- 
ment, this was seen as a mechanism for ensuring best use of existing resources to 
maximize patient care. Perrin et al. endorsed the view of health service finance 
staff that: 


the best way to encourage redeployment of resources....and also the best way to en- 
courage cost consciousness more generally amongst.medical staff, is to involve clinicians 


1 The term clinical budgeting is often associated with the pioneering work of Wickings et al. in their 
work with the King Edward’s Hospital Fund in the 1970s and 1980s (see Perrin, 1988) Subsequent 
major variations (to the label, if not necessarily to the intent) in the U.K. were the initiatives for 
management budgets (DHSS, 1985) and resource management (DHSS, 1986), both of which can be 
categorized as attempts to implement clinical budgets in U.K. hospitals. 
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more positively in the managerial dimension of financial control... the key to the feas- 
ibility of this development is the willingness of clinicians to become involved... in the 
responsibility for, and the ‘control’ of, resource spending/consumption for/by their speci- 
alities. (p. 153) ° 


While it is Important to note that Perrin et al. were not the only advocates of 
clinical budgeting as a means of ensuring a more effective use of resources in 
health care, this can be seen as a significant antecedent of attempts to bridge the 
accounting-clinical interface over the two subsequent decades. 

The various initiatives which have been launched in a variety of countries to 
implement budgets for hospital doctors have been alluded to above as ‘accounting 
failures’, in which failure is defined as the absence of situations where hospital 
doctors are unwilling to receive, or act upon, budgetary information in discharging 
their duties. There are numerous studies of hospital budgeting initiatives which 
substantiate the accounting failure thesis. 

In England, studies by Pollitt et al. (1988); Preston et al. (1992) on the first 
initiative Management Budgeting (DoH, 1985) indicated a rejection by hospital 
doctors of the principle of clinical budgeting. Packwood et al. (1991) detail an 
investigation of a subsequent initiative in England Resource Management (DHSS, 
1986) in which there was little evidence of operational versions of such clinical 
budgeting systems and agnosticism on the part of hospital doctors on potential 
benefits for patient care—their major concern. A later study in England (Jones and 
Dewing, 1997) of hospital doctors at a major acute hospital confirmed their ant- 
agonism or indifference to accounting information: ‘the act of balancing cost and 
revenue was an accounting abstraction in which clinicians and their managers played 
little or no part. Thus incredible financial numbers were sometimes foist upon a 
culture which anyway regarded such information as alien’ (p. 20). 

In Scotland, Lapsley et al. (1998, p. 63) noted the hesitancy in the development of 
organizational structures which would promote clinical budgeting, with reservations 
being expressed by hospital doctors over the nature of the financial information 
and the manner of its presentation. 

However, this failure of clinical budgeting to take hold is not confined to the 
U.K. In other countries with a large publicly owned hospital-sector, similar difficul- 
ties have been reported. Freddi and Björkman (1989) detail a number of attempts 
of governments to place financial constraints on clinical practices. This has taken 
various forms, including the provision of costing information to enhance cost aware- 
ness or consciousness on the part of clinicians and the introduction of formal 
budgets to contain ever-rising health care costs. In Italy, there is a story of a lack of 
progress in the implementation of budgets for hospital doctors (Panozzo, 1998). In 
New, Zealand, a country which is characterized as being at the forefront of public 
sector reforms (Boston et al., 1996), there are similar stories of the failure to make 
clinical budgets operational and the resistance of health care professionals to the 
intrusions of financial-and costing information (Jacobs, 1995; Dixon, 1996; Doolin, 
1999; Lowe and Doolin, 1999). In Australia, Abernethy and Stoelwinder (1990) and 
Abernethy (1996) have studied the difficulties of implementing hospital resource 
management. 
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In the Abernethy and Stoelwinder study (1990), for example, a tendency in one 
large hospital to appoint physician managers to positions within the management 
hierarchy did enhance the orientations of these managers towards management- 
related goals and organizational obligations. However, these physician managers 
did not enhance a constructive management of professional/bureaucratic conflicts, 
as these managers had relinquished their professional careers and were regarded 
by the hospital doctors community as having become administrators. This tension 
between the hospital doctors and the managers is confirmed by Abernethy’s (1996) 
later study. 

Also in Scandinavia, there have been investigations of the impact of budgetary 
information which are consistent with the above-mentioned studies, but which also 
point to possible reasons for the continued failure to operationalize these budgets. 
Kurunmaki (1999), in a study of Finnish health care, described the clinical domain 
as a contested arena, as a battleground, as clinicians defend, and managers make 
incursions into, this area. The classic study of Swedish hospitals by Coombs (1987) 
reported on the sharply different cultures of the hospital administrators and the 
hospital doctors. The conclusion was that: 


Doctors and administrators in hospitals, despite being bound together by the nexus of ` 
accounting for the resources which they consume, inhabit sharply different cultures with 
different values and perspectives ... [but]... There are some modest tendencies of con- 
vergence of concerns, on some issues and amongst some specific groups of doctors and 
administrators. However, these tendencies are slow-moving, and will remain fundamentally 
limited by the basic difference in function of the two groups, and by the enduring autonomy 
of the medical profession in designating appropriate treatment for disease. (p. 401) 


Prior research, utilizing a variety of methods, provides strong support for the 
notion of substantially different cultures and values between health professionals 
(doctors) and hospital administrators. This perspective, that is, that health care 
professionals, on the one hand, and hospital administrators (including finance staff), 
on the other, occupy different cultures within a single organization—the hospital— 
is now further examined. 


CONTEXTUAL PERSPECTIVE: MODERNISING REFORMERS 


The depiction of the hospital as an organization with a dual structure, one for the 
health care professionals and another for administrators and finance staff, has con- 
siderable support in the literature. The existence of this organizational form, allied to 
the behaviour of modernizing reformers, may offer an explanation for the thesis of 
accounting failure in the implementation of clinical budgeting. That is, the duality 
of structure may inhibit the convergence of aims and objectives of management and 
health care professionals through clinical budgeting; the persistence of modernizers 
and reformers may exacerbate this dual nature of the hospital organization. 

This perspective on the role of key actors in hospitals, and their organization 
and the environment in which they operate, is evident in the writings of institu- 
tional theorists (see, e.g., Meyer and Scott, 1992; Scott and Meyer, 1994). Institu- 
tional theorists argue that decoupling is a means by which organizations may shield 
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their institutional identity from major shocks or pressures for change. In this situ- 
ation there are, in effect, two structures for the organization: a facade which deals 
in a ritualized fashion with the outside world and presents a defensive shield for 
the inner core (or informal organization) which coordinates its activities (see, e.g., 
Meyer and Rowan, 1977; Scott and Meyer, 1994). These circumstances strengthen 
the values and perspectives of the custodians of the institutional identity in the 
inner core. They may reject reforms unless these can be demonstrated as being 
consistent with the institutional identity (Brunsson and Olsen, 1993). Hospitals 
are organizations which have long been characterized as having this decoupling 
by having a bureaucratic administrative authority structure (depicted above as 
the facade which deals with the outside world) and a separate inner core or pro- 
fessional authority structure (generally depicted as the medical profession, with- 
in hospitals). In this sense, the professional structure safeguards the institutional 
identity. 

These findings are reaffirmed by Rowbottom’s (1973) classic U.K. study, based 
on detailed interviews with sixty consultants, eleven junior hospital doctors and 
seven general practitioners, from a number of hospital groups, before the first 
major reorganization (1974) of the NHS. This three-year study concluded that the 
position of doctors in hospitals was unique: ‘Never have so many highly influential 
figures been found in such an equivocal position—neither wholly of, nor wholly 
divorced from, the organisation which they effectively dominate’ (p. 37). 

This domination was achieved by the clinicians banding together as a group, 
electing representatives to their own committee structures (shadowing the organ- 
ization as a whole), and seeking to influence policy formation by advice, persuasion 
and pressure, without any question of managerial authority being involved. Such a 
domination by the medical profession of the health service placed the administration 
of hospitals in a secondary (or as institutional theorists would put it, ceremonial, 
ritual or legitimizing) role. As Cox (1991) expresses it: 


A massive edifice of administrative lore became the underlying structure of the NHS 
organisation but it was always built around the assumption of medical autonomy and 
expertise. The health service administrative tradition was established to enable a service 
to run rather than to run it. (p. 92) 


Given the duality of structure which presents opportunities for hospital doctors 
to reside within ‘their’ culture or part of the organization, there remains the ques- 
tion of how reformers (as, in this case, initiators of clinical budgeting reforms) 
behave. Public policy in the area of changing the nature of services provided by the 
state has been characterized by neo-institutional theorists as driven (Meyer and 
Rowan, 1997). Thus, they portray the need for reforms of organizations as being 
driven by beliefs in the benefits of modernization and in the unitary form of organ- 
ization; by strong rationalistic concepts of what happens within organizations; by 
shifts in ‘fashionable’ administrative practices; by gaps in organizational memory 
which do not recognize early reforms as failures and results in their promotion as 
new reforms (Brunsson, 1992; Brunsson and Olsen, 1993). All of this points to the 
need for ‘reforms’ as the mechanism by which change can be achieved. 
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The instrumental view of organizational life is challenged by these institutional 
theorists who observe that behaviour within organizations may be determined by 
conditioning rules which are imbued within the culture of the organization and 
which exhibit themselves as routines which are not only accepted (‘taken for 
granted’) by members of the organization but which give meaning to their actions 
(March and Olsen, 1983, 1984, 1989; Meyer and Scott, 1992). This state of affairs is 
described by Brunsson and Olsen (1993, p. 5) as the ‘well-developed institution’, 
that is, one which simultaneously coordinates its activities, implements agendas for 
action, but also creates ‘inertia or friction in the face of attempted reforms’. But 
further such frictions are reserved for particular kinds of reforms—those which 
challenge the institutional identity. This contrasts with minor reforms which may 
assist in reinforcing the organization’s institutional identity by, for example, con- 
tributing to organizational stability and continuity. 

The above discussion of the accounting-clinical interface and of the contextual 
perspective (the existence of ‘decoupled’ organization structures in hospitals; the 
presence of persistent, relentless, ‘driven’ modernizers in health care reform) sug- 
gests the following research questions: 


Q1: Have the initiators of the reforms of hospital budgeting for doctors exhibited 
the characteristics of driven, relentless modernizers? 

Q2: Have hospital doctors resisted attempts by reformers to penetrate the med- 
ical core of hospitals by the unitizing mechanism of clinical budgets? 

Q3: Is there any evidence of hospital doctors acting on the budgetary informa- 
tion provided as part of these reforms? 


The answers to Q1 and Q2 will provide insights into both the strength of the 
decoupled structure and the approach adopted by reformers. These research ques- 
tions seek to inform the study’s central research question (namely Q3), which 
attempts to determine whether there is evidence other than that of accounting 
failure in clinical budgeting initiatives. In this context, accounting failure is defined 
as above: situations where hospital doctors are unwilling to accept the usefulness 
and relevance of clinical budgets to their everyday existence and where hospital 
doctors refuse to act on this information in discharging their duties. The efforts 
of management accountants, management and policy-makers within the state hos- 
pital sector have placed the issue of the accounting—clinical interface at the centre 
of reforms of hospital management. The centrality of the issue is confirmed by the 
evidence gathered by accounting researchers. The findings of this study are therefore 
of importance to hospital management and their accountants, to policy-makers 
and to accounting researchers in achieving a better understanding of the cir- 
cumstances which influence the effective implementation of hospital budgeting 
systems. 


RESEARCH METHOD 


Clinical budgeting is the focus of this study. This is one aspect of management 
accounting in a distinct setting (hospitals). The research approach adopted reflects 
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the continuing advocacy of carrying out research within organizations to explore 
management accounting. Since Kaplan’s (1986) call for case study research in organ- 
izations to better understand management accounting practice, the field study 
approach has been endorsed because of the richness of the data obtained (Ahrens 
and Dent, 1998) and the need to gain understanding of the broader context of 
management accounting practices (Whitley, 1999). 

The current case study enhances the prospect of studying the context in which 
Management accounting is practised and doing so by tracing practices, over time 
(Yin, 1984; Bryman, 1989). As many researchers have noted, a further strength of 
case studies is the capability of using a variety of research techniques to obtain 
data required (Yin, 1984; Bryman, 1988). Within the present case studies, the 
research team used the following data sources: (a) documentation (examples of 
reports, internal reports, formal evaluations of these initiatives), (b) archival records 
(notably govenmental reports on ini-iatives, internal organization charts) and (c) 
interviews with key personnel. 

These multiple methods provide a form of triangulation in the analysis of results. 
There was limited time for observation of clinical budgeting in action within this 
study, but the matter of observation can be problematic, both in terms of Hawthorne 
effects and in validating findings (Atkinson and Shaffir, 1998). This study therefore 
falls within ‘type 3’ of Bryman’s (1989) classification of qualitative research: the 
principal sources of data are interviews and documents. To the extent that there is 
observation in this type of study, it is non-participant and ‘very much on the 
periphery of interaction’ (Bryman, 1989, p. 153). As such, this use of observation 
is essentially supplementary, to augment data from interviews and documentary 
materials. Its use may include observation of activities, of everyday organizational 
life before and after interviews or at breaks (coffee breaks, meal times). 

Crompton and Jones (1988) stress the importance of drawing on such insights in 
undertaking case study investigations: 


You have to regard all the time you spend inside the organization as a part of the research. 
Those who employ participant observetion techniques will already recognize this but it is 
more important to stress that it holds just as strongly for those using more formal tech- 
niques. (p. 71) 


Of these differing research methods, (a) documentation and (b) archival records 
were pertinent in answering research questions 2 and 3, and this is where observa- 
tion was most useful in augmenting interviews. Research Q1 (on the modernizing 
reformers) was most relevant to data source (a), from which it was possible to infer 
policy shifts and whether these were relentless or not. 


Study Settings 

The selection of case studies is a matter of importance. The case study sites chosen 
were those selected by central government in Scotland for trials in clinical budget- 
ing. Drawing on Marshall and Rossman (1989, p. 51) an ideal site is said to have 
the following characteristics: 
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1. entry is possible; 

2. there is a high probability that a rich mix of many of the processes, people, 
programs, interactions/structures that may be a part of the research question 
will be present; 

3. the researcher can devise an appropriate role to maintain continuity of presence 
for as long as necessary; and 

4. data quality and credibility to the study are reasonably assured by avoiding poor 
sampling decisions. 


All of the above characteristics were met in this investigation. As regards (1), as 
established researchers in the field, access was negotiated without any difficulty. 
The fact that the sites were selected by central government for clinical budgeting 
trial sites ensured that the rich mix of people processes and structures were of 
direct relevance to the research question, as required by consideration (2). On (3), 
continuity of the researcher’s role was maintained because of the topic of clinical 
budgeting continued to be of interest and the researchers had an established reputa- 
tion in health care research. Regarding (4), this was overcome by focusing on the 
total population (i.e., all hospital doctors with budgetary responsibilities) rather 
than sampling within the study settings. 

The characteristics of the study settings and the reasons for their selection as 
central government trial sites for clinical budgeting are of interest. The two hos- 
pital sites selected for the implementation of the initial trials are called Highland 
and Lowland for the purposes of this paper. The rationale which government gave 
for their selection was {a) a desire to avoid the complications of teaching hospitals 
and the selection of hospitals which had a history of excessive difficulties due to 
historic funding or staffing problems and (b) the need to meet a specific set of 
attributes which were (i) computer development expertise, (ii) evidence of the 
commitment of local management and (iii) enthusiasm from both clinicians and 
departmental managers (see Catto, 1986). 

Meeting the necessary criteria, the Lowland site was chosen particularly because 
of the extent to which it had computerized information systems (for patient admin- 
istration, supplies information and within its laboratories), all of which had the 
potential for generating an integrated information system. By contrast, while 
Highland also met the criteria, in general it was not as advanced in terms of com- 
puterized information systems. This hospital was included because it was more 
representative of the typical Scottish hospital (of which there are 320, with over 
200 having at least fifty beds), in terms of computerized information systems, and 
also because it afforded the opportunity for the development of a fully integrated 
computerized information system virtually from scratch. 


Method of Data Collection 

As noted above, the principal sources of data collection for this study were inter- 
„views, documentary evidence and some limited observation. Importantly, the study 
“tecognizes the need to stay in touch with, and to revisit, case study settings to gain 

a fuller understanding of what has happened (Bryman, 1989; Gallmeier, 1991). For 
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example, the closeness of the management budgeting (1985) and resource manage- 
ment (1986) initiatives in England is likely to have complicated any investigation of 
these exercises. Given the predominant view (of an ‘accounting failure’) of these 
initiatives, if the researchers had accepted the dominant view in the literature and 
not returned to the case study sites, the manner in which clinical budgeting became 
operational at these trial sites would not have been detected. 

The particular approach adopted draws on Bryman’s (1989) observations on the 
merits of qualitative, case study research: 


when research is based on a detailed case study, there are often clear benefits associated 
with either an extended stay or a return to the organisation in question. One of the 
strengths of qualitative research which is based on detailed case studies is that it is able to 
capture processes over time. If the sojourn is too short, an uncharacteristic state may be 
observed. (p. 242) 


The research reported was collected in two discrete stages: (a) fieldwork in the two 
hospital sites over 1987—8 and (b) further investigations at the same sites in 1996— 
7. This pattern of data collection permitted the investigation of two distinct policy 
initiatives (management budgeting and, subsequently, resource management) on 
clinical budgeting where these hospitals were designated as trial sites by the central 
government responsible for state hospitals.” 

Overall, fifty-five interviews were held over the entire course of the project. At 
stage one, in the 1987-8 period, forty-one interviews were held: twenty-seven with 
hospital doctors who were designated budget holders; ten with hospital doctors at 
these sites who were not designated budget holders but who were expected to 
provide information (as part of so called ‘feeder’ systems) for the main clinical 
budget holders; two with finance staff with specific responsibility for the imple- 
mentation of clinical budgeting; and two with the management consultants who 
were implementing these budgetary systems. These interviews differed in kind. The 
interviews with the finance staff (of around two hours duration) were open-ended 
to assist the researchers in framing questions and to assist in the interpretation of 
the findings from the principal target: the interviews with hospital doctors. Initially, 
open-ended, in-depth discussions were held with each of the finance officers with 
specific responsibility for the implementation of management budgeting at the two 
hospital sites. These interviews provided the researchers with insights into the 
operation of the management budgeting system (method of installation of systems, 
nature and frequency of reports, gathering of examples of such reports, identifica- 
tion of hospital doctors involved in clinical budgeting). 


2 Itis interesting to note the changing institutional background within the U.K.’s National Health 
Service over the period of this study. This embraced (a) new styles of management (1983 on), (b) 
new initiatives on clinical budgeting (1985 and 1986) and (c) structural reforms (1991 on) which 
sought to give greater delegated powers to hospitals within a system which split the roles of hospitals 
(as providers of health care) from health authorities (as purchasers of health care) to create a quasi- 
market (see Lapsley, 1994a, 1994b). The initial field visits in this study were examining cl clinical 
budgeting i in the context of (a) and (b) above; the subsequent field visits examined clinical bildgeting T 
in the context of the continuing implementation of (c). These dimensions of the changing back." ee 
ground of the U.K.’s NHS are examined, below, in the detailed discussion of results. yo. re 
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The interviews with the hospital doctors were more structured, although these 
interviewees were given the opportunity to comment more widely on clinical budget- 
ing. Each of these interviews lasted around one hour. In addition to the thirty- 
seven hospital doctors who were interviewed at stage one of this project, there 
were five doctors who had been involved in the clinical budgeting trials who the 
researchers were unable to interview. These hospital doctors flatly refused to be 
interviewed, despite repeated attempts. The uniform view of this group of doctors 
was hostile to the clinical budgeting exercise—they regarded these trials as a waste 
of time and were against them. Finally, interactions with the management consult- 
ants took a variety of forms: discussions with those involved at their head office; 
gathering and scrutiny of reports which they devised, and the accompaniment and 
shadowing of consultants on sites. 

At stage two, fewer interviews were held (fourteen in total; twelve with clinical 
directors who were designated budget holders and two with finance staff) and this 
reflected changes in organizational structure which reduced the number of desig- 
nated budget holders to twelve, in total, over the two sites. All these doctors who 
were budget holders were senior medical personnel with hospital consultant status. 
Given the change in circumstances (organization structure, wider reforms in the 
U.K.’s NHS), these interviews were longer (about two hours) and semi-structured 
to allow a full exploration of the issues. 

This particular combination of research methods—relatively unstructured ex- 
ploratory interviews, structured interviews, semi-structured interviews, the scrutiny 
of documentation and some limited observation—mirrors the research strategy 
adopted by Crompton and Jones (1988) in their case study work. The findings of 
this study demonstrate the merits of Bryman’s recommendation of a return to the 
organization being studied, given that the findings of the second part of this invest- 
igation differ so markedly from those of the initial part of this study. This study is 
therefore a (truncated) longitudinal investigation. 

This particular manner of investigation has been advocated, specifically in the 
context of the National Health Service, by one of the most distinguished practi- 
tioners and proponents of longitudinal research (Pettigrew, 1989). This is because 
of the distinct problem of examining the gap between strategic intent and opera- 
tional implementation in this large, complex industry. In examining changes, 
Pettigrew advocates the longitudinal perspective as essential to understanding the 
processes of change and cautions against snapshots of reforms: ‘episodic views of 
change not only treat innovations as if they had a clear beginning and a clear end 
but also, where they limit themselves to snapshot(s) . . . fail to provide data on the 
mechanisms and processes through which changes are created’ (p. 26). 

The research findings corroborate the dangers of inference from a single episode 
in reforms and the need to study the wider context of proposed changes to assess 
their impact. As will be shown below, the different manner of implementation of 
these reforms in Scotland had a major impact on their outcome. While the initial 
study of these reforms is confirmatory of other studies of clinical. budgeting, the 
second part of this investigation presents findings which challenge the prevailing 
wisdom on the effectiveness of clinical budgeting. 


88 


BUDGETS FOR HOSPITAL DOCTORS 
RESEARCH RESULTS 


The three research questions of this study (Q1: on the behaviour and existence of 
modernizing reformers; Q2: on whether clinical budgeting initiatives have chal- 
lenged the medical core of the hospital; and Q3: on whether hospital doctors have 
acted on budgetary information) are addressed in turn. 


Modernizing Reformers 

The characteristics of the modernizing reformers as typified by institutional theor- 
ists (relentless, driven and insensitive to failure in their desire to seek instrumental 
solutions to the perceived inadequacies of public sector organizations, such as hos- 
pitals) are evidenced in this study. However, there is one important difference in 
this finding which reflects the micro—macro political context of the U.K. The driving 
force for these reforms was the Department of Health (DoH) in England. Scotland 
is a part of the United Kingdom, but with its own central government department 
responsible for the delivery of health care policy and implementation. This depart- 
ment lagged behind its counterpart in England at every stage of these proposals 
for clinical budgeting, adopting a ‘wait and see’ policy before taking up the various 
initiatives emanating from England’s DoH. This circumstance was repeated over 
a broad range of public sector policies. The architect of the most far-reaching 
reforms of the U.K. public sector, Margaret Thatcher, attributed this reluctance to 
embrace reform in Scotland to (a) a higher level of expenditure on public sector 
activities than in England, (b) a ‘dependency’ culture? in Scotland and (c) the very 
existence of a separate central government executive for Scotland (the Sottish 
Office), which she regarded as an extra tier of bureaucracy and a barrier to the 
rapid adoption of radical new policies promulgated in England (Thatcher, 1993). 
In terms of the specifics of this article, the most evident manifestations of this were 
in the reluctance to implement health care policies developed in England with the 
same degree of enthusiasm and speed, as shown below. 

Evidence that the policy-makers in England reflected the attitudes and behavi- 
our of the modernizing reformers, as characterized by Brunsson and Olsen (1993) 
can be gleaned from the official pronouncements on this matter. The influential 
report by the Merrison Committee (1979) was the first official recommendation to 
encourage experiments with clinical budgeting. However, the report did not give 
primacy to this particular development: Merrison made 117 recommendations and 
the specific reference to clinical budgeting experiments was recommendation number 
116. In any event, this Royal Commission had been initiated by the outgoing 
Labour administration and, when it reported in July 1979, after the Conservative 
victory of May that year, not all of its proposals were adopted by the new, radical 
conservative administration. Indeed, the major thrust for clinical budgeting by 
policymakers did not start until the Griffiths Report (1983) which advocated man- 
agement budgets for clinicians as a ‘vital management tool for sharpening up the 


? This is a reference to the view that economies which have too large public sectors become dependent 
on them, and thereby Jessen entrepreneurial activities within the economy (see Alchian, 1965). 
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questioning of overhead costs by involving clinicians and relating work-load and 
service objectives to financial and manpower allocations’ (p. 7). This start was 
formalized by the directive to hospitals on management budgets (henceforth 
MB) (DHSS, 1985), as a direct consequence of Griffiths; resource management 
(henceforth RM) (DHSS, 1986), a development from management budgets; and 
the RM initiative—detailed plans for the ‘rolling-out’ of resource management to 
all hospitals announced by the director of RM in the NHS (Mills, 1989). This series 
of publications documents unique insights into the formal version of the reform 
process: an official picture of a relentless belief in the efficacy of rationalistic 
management procedures, an admission of failure, and a bold optimism. This latter 
picture combines a cautionary midterm assessment of the success of RM with a 
three-phase ‘roll-out’ program to all large acute hospitals in England within eighteen 
months to two years, which underlines the Brunsonnian picture of relentless 
modernizers. 

Implementing clinical budgets has produced considerable confusion over the 
meaning of ‘management budgets’ (DHSS, 1985) and ‘resource management’ (DHSS, 
1986; see Preston et al., 1992; Rea, 1994). A contributory factor in this ambiguity 
over the interpretation of what these terms mean was the speed with which the 
government initiative changed its ‘label’ for clinical budgeting. The realization that 
the MB initiative was in difficulties prompted a relaunch within twelve months with 
the new label of RM. However, the speed of this change did not affect Scotland, 
which has accepted these (and other) NHS reforms, but at a slower pace. This 
prolonged period over which efforts were made to develop clinical budgets at its 
hospital trial sites is an important distinguishing feature of the Scottish experience. 

Catto (1986), who was responsible for the implementation of management 
budgeting in Scotland, explained the plan for its proposed implementation. The 
plan for this initiative was to start management budgeting at the trial sites included 
in this study in 1985; to add a further ten sites by 1987/88 and to have every mainland 
health board with at least one hospital running management budgets; and with all 
remaining units taken on by 1992. As will be shown below, this plan was never 
realized. But these reforms did start again with these hospitals designated as re- 
source management trial sites, commencing in 1989, that is, some three years after 
RM was introduced in England. 

At a time (1989) when reformers in England were relaunching the RM initiative, 
despite reported failures of earlier initiatives (DHSS, 1985, 1986), the Scottish 
health service was taking tentative steps towards its own RM trials, in the know- 
ledge that management budgets had failed in Scotland, too. Both Lowland and 
Highland hospitals were designated as trial sites for the RM initiatives in Scotland. 
This followed the observed failure of the management budgeting initiative in 1987/ 
88. The planning horizon for the implementation of RM was 1989-92. The mech- 
anism for this implementation differed from the MB trials. Outside management 
consultants were not employed on this initiative. Instead an office of specialists was 
established as a branch of the NHS, centrally. This unit had the task of deciding on 
information systems and providing specialist teams to assist with the implementa- 
tion at RM sites. 
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As noted, the process by which public sector reforms are put into place has been 
described as ‘driven’ (Meyer and Rowan, 1997). Institutional theorists regard this 
compulsion to change as an essential characteristic of the likely failure of reforms, 
because change agents are insensitive to the nature of the organizations which they 
seek to change. This description fits the situation in England, as depicted by the 
pace and frequency of reforms to implement systems of clinical budgeting, but not 
in Scotland, which was not characterized by the same profound beliefs in the 
benefits of this modernization or by the relentless pace of the drive to implementa- 
tion. In this analysis, time is important. Time is not a simple concept. According to 
Pettigrew (1989): ‘Time is a socially meaningful phenomenon, something to which 
value is attached and which we conceive to try and understand continuity and 
change. In trying to make sense of order and movement, time is clearly more than 
just events and chronology’ (p. 3). 

Adopting Pettigrew’s perspective, events are stepping stones in an analysis of 
processes of change which give meaning and significance and facilitate understand- 
ing the change processes. In this way, the contrast between the timing of the 
actions of policy makers in England and in Scotland is evident: Prime Minister 
Thatcher’s pleasure with the (relentless) modernizers of England contrasts with 
her displeasure at the ‘laggards’ in the Scottish context. The wider implications of 
this distinction are considered further, after an analysis of the case study findings. 


The Management Budgeting Initiative 
In England, the MB initiative was considered a failure, that is, it never became an 
operational system of clinical budgeting. This is the view of the government’s own 
review of MB (DHSS, 1986) and of academic studies of the effectiveness of this 
initiative (Pollitt et al., 1988; Preston et al., 1992). In addressing research Q2 and 
Q3; respectively, the studies of MB clearly indicate that it failed to penetrate the 
medical core of hospitals and hospital doctors had not acted on this information. 
Judging by the objectives of the reformers of hospital budgetary systems, the Eng- 
lish experience can therefore be viewed as an accounting failure. The Scottish 
experience is set out below. It confirms the findings of the studies in England. 
Pollitt et al. (1988) was essentially an examination of the introduction of general 
management in the NHS in England. This entailed extensive interviews over a 
period contemporaneous with this article’s study of MB in Scotland (1987/88) with 
senior managers and hospital doctors. Pollitt et al. concluded that: 


commitment to management budgeting has, if anything, weakened over the system’s 
iterations so far. The enthusiasm which attended the publication of the Griffiths report, 
and the degree of acceptance by the medical profession of the principle of physician held 
budgets, seem to have dwindled. (p. 231) 


This finding is borne out by the views of the hospital doctors at both of the MB 
trial sites in Scotland who thought the management budgeting initiative- was an 
accounting failure. In response to the question, ‘what is your overall opinion of 
your experience of management budgeting?’, of the thirty-seven doctors inter- 
viewed, twenty-seven regarded management budgeting as a failure; two considered 
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TABLE 1 


HOSPITAL DOCTORS’ VIEWS ON THE REASONS FOR SUCCESS/FAILURE OF 
THE MANAGEMENT BUDGETING TRIALS 





What have been the factors Hospital Doctor’s Views 
leading to success/failure?* (n = 37) 





Success (n = 2) Promoted cost awareness 


Neutral (n = 8) Too early to evaluate system 
No evaluation of the trials 
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Failure (n = 27) Irrelevant information 
Wrong initial concept 
No control over costs 
Low resources and funding 
No incentive/sanction 
Low commitment from management 
Inaccurate information 
Difficult to use 
No objective for the trial period 
No feedback 
Low commitment from government 
Extra work involved 
Low commitment from doctors 
Feeder systems incomplete 
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* Interviewees could give more than one factor for success/failure. Therefore the number of factors 
exceeds the number of hospital doctors. 


it to be a success; the remaining eight were uncertain/neutral (see Table 1). In the 
following analysis, individual clinicians are not identified for reasons of confidenti- 
ality: at the time of interviews it was agreed that views expressed would be non- 
attributable. Examples of the kinds of comments made by those hospital doctors 
who rejected management budəgeting as a failure are as follows: “It has been a flop. 
Not many people think it has been useful' and “This has been a waste of time. 
There is this major problem of emphasis because no one is in control. We need 
medics to be in charge of the whole situation because no one can tell a medic what 
to do. There is the whole issue of clinical freedom underlying all of this.’ 

Prima facie, the above type of response is supportive of the view of the hospital 
as a decoupled organization structure (Meyer and Rowan, 1977; Scott and Meyer, 
1994), with the rejection of MB by these hospital doctors indicative of a rebuttal of 
management goals (see Abernethy, 1996; Abernethy and Stoelwinder, 1990). 

However, as Table 1 shows, a wide range of reasons for the apparent failure of 
these trials was offered by the hospital doctors. These include comments made on 
the controllability of costs, inaccurate information and the absence of incentives 
and sanctions. Further reasons offered by these doctors for the failure of these 
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trials include the alleged low commitment from the principal parties involved (cent- 
ral government, management, the doctors themselves) and the handling of the 
trials (the absence of an apparent objective and, indeed, of a proper, independent 
evaluation of its effectiveness). The particular objection (of the need for an official 
evaluation of the trials) to the introduction of management budgets can be seen as 
a puzzled reaction on the part of the medical profession at this departure from 
their established procedures (of diagnosis, treatment and inference) which are 
based on research and knowledge (see Abbott, 1988, p. 52, for example). By con- 
trast, the implementation of clinical budgets starts from the presumption that what 
is required is known (the ‘driven’, modernizing reformers ‘know’ all the answers) 
and evaluation and clinical-type trials are superfluous. ` 

The most frequent reason (n = 19 comments) given for describing these MB 
trials as a failure related to the relevance of the information provided by the 
management budgeting system. An illustration of the kind of MB report received 
by budget holders is shown in Table 2. This shows a fairly standard looking budget. 
It is not flexed for activity, but it contains both variable and fixed costs. The 


TABLE 2 


ILLUSTRATIVE MANAGEMENT BUDGETING REPORT: GENERAL SURGERY 

















Current month Expense Year to date 

Budget Actual Variance Direct costs Budget Actual Variance 
x x X Medical staff salaries x x x 
x x x Medical secretaries x x x 
x x X Microbiology charges x X X 
X X x Histology charges x x x 
x x x Biochemistry charges x x x 
x X X Radiology—on-call charges X X X 
x X Radiology—normal hours charges X X X 
x x a Occupational therapy charges x x K 
X a x Total direct costs a x X 

Costs from facilities 
x x x Ward A x x x 
x x x Ward B x x x 
x x x Ward C x x x 
x x x Outpatients department x x X 
x x x Day and emergency charges x x x 
x x x Operating theatres x x x 
X X x Total cost—facilities x a x 
Hospital overhead 
a a X Total costs X X X 
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intention was to make clinical budget holders responsible for the costs described in 
Table 2, that is, direct costs, plus costs from the use of facilities and a share of 
hospital overheads. Of the hospital doctors interviewed, only four found these of 
some limited use in their activities. In a sense, the hospital doctors’ response may 
be understandable: these reports were at too high a level of aggregation, with sub- 
stantial categories of cost which are overheads and not under the control of those 
designated budget holders or which are re-charges from other medical services 
which, at best, these budget holders might influence by persuasion. There remains 
the possibility that more carefully constructed reports which identified controllable 
and non-controllable costs and exceptional items may have been acceptable to 
these hospital doctors who were designated as budget holders. 

It is interesting to compare these findings on the reasons for the rejection of 
management budget with one of the most widely cited studies of management 
budgeting (Preston et al., 1992): 


Despite all the fabrications, in this case management budgeting does not become an 
established fact. Networks are not fully set in place, doctors are not fully convinced of the 
arguments, managers are faced with alternative demands on their time and resources, 
information systems do not necessarily connect to the proposed designs of the systems. 


(p. 589) 


These observations—of disconnection, of confusion, of poorly designed systems— 
are underlined by the experiences of the hospital doctors designated as budget 
holders at the trial sites in this study and by the views of the management consult- 
ants charged with implementing clinical budgets. Emphasis below is on the views 
of the hospital doctors, initially, and these findings are examined from the perspect- 
ive of the management consultants. For example, one hospital doctor at Lowland 
stressed that MB did not capture the complexities of health care: 


The fundamental thing is the inherent variation in the treatment of one patient. For 
example, anaesthetists might have quite different practices, as might surgeons, and this 
can influence the level of activity, but you can’t push anaesthetists to go faster, they might 
make mistakes . .. the budgeting system has not captured the essence of the variations in 
medical practices. ` 


This is a statement about the crudity and clumsiness of the MB system exacerbated 
by a static budget which did not capture variations in activity. Another clinical 
budget holder argued for radical change in the nature of the information provided, 
favouring speciality costing: ‘It would be better to go for a single speciality and 
have cost speciality comparisons. This would need comparisons from a large number 
of hospitals, even then there may be some problems. It might be difficult to get 
straight comparisons.’ 

However, a dominant concern amongst these doctors was that of the way in 
which MB systems did not materialize as an operational system. For example, one 
hospital doctor at Highland was puzzled by the fact that the MB system was not 
operational: ‘Patients care hasn’t changed. Also, if the system was set up and the 
idea was to hold people accountable or as a result of that make them more cost 
efficient, and therefore divert funds to patient care, well we just don’t know what 
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has happened.’ Yet another hospital doctor who held a budget at Highland admit- 
ted that initially he had been apprehensive about the implementation of MB, but 
this apprehension had disappeared: ‘No one has ever said anything. This was a 
major fear initially, e.g. you would get an annual budget which would stop you 
from operating if you ran out before the end of the financial year.’ 

Underlying the above reservations about the MB system were concerns about 
the illusory nature of the system, as expressed by this budget holder at Lowland: 


A crucial question is that we don’t actually have budgets. They are not real budgets 
actually delegated to us. The budget never really happened the way we thought that it 
would, where we actually were given £x and people would ask how we were spending it. 
How much you would like on nurses, doctors and equipment, a choice of how to spend 
it. This never happened. 


Of the thirty-seven consultants interviewed, none thought that there had been 
any benefits to patient care from management budgeting: one felt that he had 
an incentive from being a management budget holder but none felt that the MB 
system possessed any sanctions for clinical budget holders for non-compliance with 
budget. For example, there was no reduction of services or transfer of resources to 
other, more ‘efficient’, parts of the hospital. However, an overview of the responses 
of the hospital doctors to a question on what should be done in the future is shown 
in Table 3. This shows a limited rejection of the concept of clinical budgeting and 
a series of requests for additional resources (e.g., twelve requests for proper fund- 
ing and commitment and six requests for actual, not notional, budgets) and/or revi- 
sions to MB (including eleven requests for more relevant cost information, eight 


TABLE 3 


FUTURE DEVELOPMENTS 








In what areas should effort be expended Hospital doctors’ views 
in the future? (n = 42) 
1. Abandon the whole concept 8° 
2. Make the following changes (n = 34): 
Give proper funding and commitment 12 
Give relevant cost information š 11 
Evaluate the trial 11 


Give controllable costs 9 
Give activity and case mix information 8 
Give alternative treatment costs 7 
Give a real budget 6 
Increase patient care emphasis 3 





* This includes five hospital doctors who declined to be interviewed, given their total rejection of the 
initiative. 

° Interviewees could give more than one suggested change. Therefore the number of suggested changes 
exceeds the number of hospital doctors. 
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requests for activity and case mix information) to make it fully operational. All of 
this suggests that the decoupled organization structure is not so strong in these 
study settings, or at least these hospital doctors did not perceive MB as a threat, as 
a potentially destabilizing penetration of the medical core. 

At this time, the researchers discussed these difficulties with management budget- 
ing at the trial sites with the management consultants who had implemented the 
system. They mobilized a number of operational and technical reasons for this 
failure. Discussions revealed a common response—claims of achievements made, 
recognition of difficulties experienced—but all very much couched in the language 
of, and focus on, technical systems. There was little or no expression of the imple- 
mentation failure, of difficulties of grappling with the decoupled organization struc- 
ture, of addressing the problems, perceptions and decision-making processes of 
hospital consultants, and the target budget holders. 

At Highland, the management consultants pointed to a number of achievements 
(the calculations of standard costs for all laboratories; standard costs were achieved 
for all theatre and sterile supplies; maintenance and utility budgets were allocated 
to wards, and re-charged to each clinician; the nursing costs of operating wards, 
allocated on a bed—day basis, were charged to individual clinicians; information on 
theatre use by clinician, emergency versus normal, was gathered for all clinicians), 
but also to a number of difficulties (impossible to reconcile the management budg- 
eting system with existing financial ledger; inconsistent methods of budget con- 
struction; lack of support staff to meet targets for distribution of reports; the need 
for more training—for all concerned). 

At Lowland, the management consultants told a similar story in terms of achieve- 
ments (standard costs were produced for all laboratories; standard costs were cal- 
culated for all radiology tests; standard costs were calculated for all issues from 
theatre and sterile supplies; the nursing costs of operating wards, charged on a bed- 
day basis, were charged to individual clinicians; theatre sessions per clinician were 
broken down into emergency and routine; all clinicians received their management 
budgeting reports). But, if anything, the difficulties experienced at Lowland were 
greater—significant additional clerical assistance was required in the laboratories 
to gather information; drug costs were not available in a manner which could be 
easily or accurately captured in the management budgeting reports; the manage- 
ment budgeting and integrated information projects were incompatible in radi- 
ology and the additional clerical support necessary to collect information on a 
manual basis was considered inappropriate in the long run; works costs included 
items such as ground and gardens which were reallocated to clinicians as over- 
head management budgets and existing budgets were constructed inconsistently. 
These accounts of events at the MB trial sites from management consultants reveal 
their focus as rather narrow and technical, but nevertheless, they do demonstrate 
technical deficiencies which inhibited the operational effectiveness of the MB 
systems. 

During discussions with the management consultants in 1988, one of them en- 
tered the room and announced, “That's it. They’ve pulled the plug at Lowland.’ 
Management budgeting was dead: the management consultants lost their contracts 
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at the trial sites and those finance personnel engaged in the implementation of 
management budgets were redeployed elsewhere. 

In terms of research questions 2 and 3, there is no evidence from the study of the 
Scottish trial sites for MB of this information penetrating the medical core; also 
there is no evidence here of hospital doctors acting on budgeting information. This 
negative evidence supports the studies of rejection of MB in England. However, 
while the above comments hold true for Q2 and Q3, there is a caveat. There was 
hostility to MB from hospital doctors at the Scottish trial sites. However, this 
response could-be seen as a function of the fact that MB was never fully opera- 
tional at these sites. 


The Resource Management Initiative 

The sequel to the management budgeting initiative in the U.K. was the resource 
management initiative (DHSS, 1986), in which the concept of the information to 
be made available to hospital doctors, on a routine basis, was extended beyond 
financial, ‘control-type’ information to include medical data, such as patient mix 
with the intention of meeting their information needs and attracting their support 
for this initiative. 

Examination of the RM initiative in clinical budgeting entails consideration of 
its potential impact in terms of Q1 (modernising reformers), but particularly for 
Q2 (the penetration of the medical core by a managerial tool) and Q3 (whether 
hospital doctors designated as budget holders acted upon this information). This 
discussion is in three stages: (a) a consideration of the English experience, which 
confirms the picture both of continuing failure and of the actions of the moderniz- 
ing reformers; (b) an examination of the Scottish experience of RM, which presents 
a more complex picture of this particular initiative, with evidence which suggests 
positive answers to research Q2 and Q3 (i.e., there has been an acceptance of 
clinical budgeting information, this had been absorbed by, or penetrated, the med- 
ical core and there is evidence of hospital doctors acting on budgetary information 
—a successful implementation); and (c) an examination of the impact of changes in 
the wider environment to consider whether the effects depicted in (b) are a func- 
tion of a wider set of reforms, which changed the status of hospitals, or whether 
this result is confined to these trial sites. 


The English Experience of RM An understanding of the English experience (whence 
RM emanated) is a crucial yardstick by which the Scottish implementation can be 
assessed. The English experience confirms the dominant view in the literature, that 
is, clinical budgeting does not work. This perspective is supported by the official 
evaluation of RM which was undertaken by a group of researchers at Brunel Univer- 
sity. The Brunel study (Packwood et al., 1991) represents the results of a compre- 
hensive investigation of the six hospitals designated as trial sites for the introduction 
of RM over the period 1986-9. The perspective adopted in this study was a systems 
approach to assessing the merits and defects of RM. Packwood et al. concluded that: 


In terms of implementation, it can be definitively asserted that the original timescale 
envisaged was unrealistic; the sites still have some way to go before they each have a 
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complete RM system in place and RM has fully become the routine of hospital manage- 
ment. Progress has been slow and patchy . . . this study has observed implementation, rather 
than implementation followed by a period of established use. (p. 157) 


In terms of the criteria for the trial as jointly agreed by the management and the 
hospital doctors (DHSS, 1986): (a) the clinicians had been fully involved, (b) the 
influence of clinicians on the management of resources was ‘limited by the scope to 
change traditional power structures’ (Packwood et al., 1991, p. 159), (c) the quality 
of the data from information systems, to date, was limited, (d) costs were higher 
than expected (no evidence that costs incurred were matched by benefits), and (e) 
clinicians were agnostic on the benefits to patient care, although still anticipating 
future benefits. 

This last observation seems strangely inconsistent with what precedes it. It seems 
somewhat illogical that, as reported by Packwood et al. (1991), the hospital doctors 
should cling to hopes of some prospective benefit to patient care when the evid- 
ence which they gathered points to limited information, high costs and marginal 
impacts on the decoupled organization. This may be a function of the systems 
perspective which they adopted, which showed awareness of the actual or potential 
significance of the clinicians, but which they did not appear to address in a compre- 
hensive or critical fashion. These findings did not deter the management at these 
sites who had not given up. On the contrary, Packwood et al. reported that they 
were convinced that the continuation of this exercise was worthwhile. Here we see 
a cascade effect, as the management became modernizers in the fashion dictated by 
central government. However, Rea (1994) reports on further attempts to involve 
hospital doctors in RM, in which: 


Osgoods’ managers regarded resource management as an accounting exercise. They [the 
management] thought that without adequate and accurate information, Osgood’s doctors 
would never accept that managerial changes could be linked to the system. It was there- 
fore systems-led and its purpose was clearly to enable efficiency savings to be identified. 
(p. 198, emphasis added) 


This description accords with the failure of the early management budgeting sites 
(see DHSS, 1986). 

More interestingly, Rea’s (1994) account of the experiences of Hertford district 
reveal an example of exclusion: the introduction of RM as a non-event, as he de- 
scribes it: 

Hartford’s doctors were never told about management budgets and resource manage- 

ment... normally the information was only shared with doctors when there was a specific 

aspect of their clinical behaviour that the unit manager wanted to influence... and, in a 

reorganisation, clinicians would only have access to cost/workload information in through 

their unit managers. There was no expectation that the clinicians would be drawn into 
management, only that the communications between them and the management would be 

more rich. (p. 98) 


This picture is one of a situation which falls short of management budgeting, let 
alone resource management. It confirms the RM experiment as an accounting 
failure (see Perrin, 1988) in which such failures are defined as situations where 
hospital doctors are unwilling to accept the relevance of clinical budgeting and 
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refuse to act on this information in discharging their duties. The English experi- 
ence of the RM initiative supports the notion of the existence of the hospital as a 
decoupled organization, with medical professionals on the one hand, and the admin- 
istrative/management cadre on the other, and with hospital doctors unresponsive 
to information generated by clinical budgeting systems. 


The Scottish Experience The Scottish experience is different. As our evidence 
shows, RM failed at both of the Scottish trial sites, with the exception of one clinical 
budget holder, at Lowland, who favoured RM. However, this process of reforms 
has produced the realization of the former initiative—management budgeting—at 
both of these sites in Scotland. 

This successful outcome—an operational clinical budgeting svstem—confirms 
March and Olsen’s (1989) analysis of reforms in organizations, in which the direc- 
tions of change are not easily anticipated (p. 60), but where there is repetition of 
similar ideas and similar arguments over a relatively long period of time there is 
greater likelihood of successful implementation (p. 86). However, this successful out- 
come is not simply a function of time, it is also a function of gaps in the organizational 
memory (Brunsson and Olsen, 1993), which forgets the initial failure of manage- 
ment budgeting and accepts its merits. Different times produce different meanings. 

The apparent success of RM at one of these sites—Lowland—can be attributed 
to one particular clinician. This clinician presents a view of RM which does not 
accord with that of his colleagues. In his view: 


real benefits have been achieved through the implementation of an information system 
which allows doctors to closely monitor every aspect of health care in the hospital, enabling 
them to continually reassess and evaluate their own work. The ability of doctors to use 
the clinical information system to fulfil operational requirements, such as the production 
of automated discharge summaries, whilst supporting the medical audit process through 
the same dataset has been a major achievement. Within the hospital the creation of an 
‘information flow’ has been helpful to all clinical and medical records staff and at the 
same time has produced patient-based information to support the management process. 


However, this wholehearted support of RM is, according to this clinician’s col- . 
leagues, attributable to the distinctive nature of this clinician’s speciality, that is, it 
is a fairly discrete area of activity, with relatively few operations, limited numbers 
of cases with complications, a small number of investigations and limited difficul- 
ties with the coding of medical activity (which has proved a major problem in other 
areas of clinical activity). A more representative view of the RM trial site experi- 
ences is captured by the lead consultant who was then clinical director and budget 
holder for general surgery at Lowland: 


on resource management, I was the lead clinician and a great enthusiast in charge of the 
large teams set up to drive the thing. There was a lot of enthusiasm and a positive feeling 
about helping at that time. Things have now dwindled away almost completely after the 
RM team went to [X] hospital [a nearby district general hospital]. There was a vacuum 
after the team left, two years ago. Although there were a lot of false dawns, we were 
beginning to get things going at that stage. There is a lot of disillusionment now. 

The project was very ambitious. There seemed a greater chance of success than man- 
agement budgeting. But we kept getting lots of problems over coding and communication 
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problems between different computer systems. We never understood them. The system 
was not working and even yet we have to do it by inputting data up to three times... In 
effect, the core system was trying to talk to previously developed satellites such as theatre. 
In radiology, it never got off the ground, and there was an established PAS [patient 
administration system]. 

It was trying to be all things to all men. The management were trying to entice the 
clinicians by providing more tools to manage and administer their own work. It was very 
difficult to get information from it, locally—it was very slow and most of us didn’t use it 
very much. Any use was through intermediaries to obtain reports. And, of course, once 
they [the RM team] went, the facility for doing that more or less evaporated and evapor- 
ated very quickly... 

There was a lot of activity before the [RM] team left. We received regular reports of 
death rates, length of stay, activity information. This was quite useful. These have com- 
pletely dried up. We used to get them regularly, but we only get them on an ad hoc basis 
now... It really has been allowed to atrophy ... RM failed because of a lack of support 
and a lack of belief in it from management . . . The assumptions they [the RM team] made 
about practice were untenable—it’s as if they said that the patient is the same—in effect, 
looking at a hospital without specialities. They never communicated with the clinicians. 
They did try to. They started off with great enthusiasm . . . the expectations were too high. 


The above story, by the leading hospital consultant responsible for the imple- 
mentation of RM at Lowland, who admits his own initial enthusiasm has waned 
with its failure, is reflected in the experiences of the other consultants who were 
targeted as recipients of RM reports as clinical directors: a catalogue of coding 
errors, difficulties of accessing the computer system (even for those who regarded 
themselves as ‘keen computer users’), the effort and resources involved in input- 
ting data into the system with little obvious return (described by one clinical dir- 
ector as ‘fantastic at gathering information, but not at providing useful information’), 
under-resourced in computer expertise (particularly with the departure of the RM 
team—as another consultant put it ‘with the departure of the RM team, there was 
nothing’). These comments resonate with the experiences of the RM trial sites in 
England (Packwood et al., 1991). A clinical director summed up the situation as 
follows: ‘We all have little stand-alone systems which don’t speak to each other. A 
lot of the information is obsolete by the time it is loaded on to the main frame. We 
have no time to use it. We gather up the information, the computer churns it out 
and nothing is made of it.’ 

This failure of RM to connect with these clinicians was also evidenced in other 
ways. The reintroduction of manual records (the theatre book) to keep track of 
numbers of surgical procedures. The frustrations of clinical directors responsible 
for feeder systems. One such clinical director reported the use of one person full- 
time to input data through theatre terminals with no obvious benefit. As he put it, 
‘RM hasn’t ever impacted on patient care’. Here we have a picture of a limited use 
of RM (by one clinical director) and a wider attempt at use which disintegrated 
with the disappearance of the RM team at this site. 

This inability to sustain RM in a setting at which it was introduced by a specialist 
support team contrasts with the other hospital site, at Highland. Here, the hospital 
was directed to acquire the same hardware and software as that at Lowland by 
central government direction. But it did not have the benefit of the specialist RM 
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team on site. Instead, its own finance staff had made efforts to develop the RM 
system. This has had limited success. The familiar problems (see, e.g., Perrin, 1988) 
of (a) excessive requirements to input data, (b) the inability of clinicians to access 
information and (c) the problems of generating reports of genuine use to clinicians 
and clinical directors were in evidence. One clinical director summed up the situ- 
ation, as follows: ‘We spent three years on the RM initiative [after management 
budgeting]. We did have a meeting with the NHS Management Executive to discuss 
our efforts at RM. It was not very friendly. We don’t use the term RM anymore.’ 

At both of these sites—despite the apparent, limited success story of RM at 
Lowland—this evidence suggests the demise of RM. But there is a more complex 
story. While the RM initiative has not succeeded, there is evidence that a variant of 
the initial reform—management budgeting—has succeeded. The specific variant 
which has succeeded is the use of clinical directors with responsibility for man- 
agement budgets (i.e., essentially finance-driven, financial information for the man- 
agement of a given directorate). The evidence of its use is compelling. All of the 
clinical directors, at both Lowland and Highland hospitals, receive monthly budget 
reports. The reports contain financial information only (allocation/budget for the 
year and to date; expenditure to date; monthly budget and expenditure; with dif- 
ferences between budget and actual). They are not regarded as being the definitive 
solution (‘we can interrogate the reports received, they have dreadful headings, 
which mean absolutely nothing’), but the mechanism of the clinical director’s busi- 
ness manager means that such reports can be rendered, at least, intelligible. 

Also, the level of interaction between finance staff and clinical directors is quite 
visible. At the initial investigation of management budgeting the finance staff were 
visibly apprehensive at the thought of approaching senior hospital consultants. At 
the field visits for the study of the RM initiative, it was evident that there were 
regular, routine meetings between accountants and the clinical directors, as budget 
holders. As one clinical director expressed it: 


We have monthly financial reports. There is a chap from the finance department who 
brings them down to a size you can ‘understand. The report is basically the same, but he 
selects out information. He highlights the important things. You know who to go to, there 
is one person who knows how our directorate works. 


In terms of the operation of these management budgets, numerous examples 
were cited by the clinical directors. These included (by different clinical directors): 
identifying more efficient usage of drugs; flexibility in the use of staffing budgets 
(use of locums, replacement of staff by different skill mix); scrutiny of the costs of 
tests and investigations and supplies; elimination of an overspend on one budget 
head; a declaration that the budget was in balance for the current year, but it ‘may 
be necessary to sack staff next year’. A dramatic example of potential impact was 
one surgeon who stated: 


I was told to stop operating because of an overspending. But I refused to do so until they 
convinced me that I was overspending. They persisted. I said that I was not going to do as 
they suggested, that is, no surgery, but would look at what I could do. Two weeks later 
they came back—they had made a mistake with the figures, there was no overspending. It 
shakes your confidence in the system. 
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This reveals the typical problems, previously reported in the NHS, of having crude 
budgetary control techniques for complex processes (see Lapsley, 1994a), but it also 
demonstrates that financial information does and can impinge upon clinical activity. 
The cumbersome, overly complex RM systems have failed to connect with clinical 
practice. But the cruder, management budgeting systems have. As one clinical 
director at Lowland put it: 


In many ways, this [being a clinical director with a budget] is more productive and more 
satisfactory. I have a budget which I can manipulate and I am able to achieve much more 
by the clinical directorate than by information from the RM system. I have been able to 
make changes in running the wards and improving standards by the empowering process 
of having the budget and the related authority from that. 


The success of this variant of management budgeting should also be seen in the 
context of the facility clinical directorates offer for the continuation of the decoupled 
organization. The clinical directors are at the interface between the core identity 
of the hospital and the bureaucratic facade and this can help to perpetuate an 
organization structure in which the professionals are not disturbed by these financial 
imperatives. This contrasts with the original MB initiative, where all doctors of 
hospital consultant status were designated as budget holders. 

The failure of that earlier initiative can be explained in terms of technical defects 
of MB (see discussion of MB above), but it could also be seen as a story of resist- 
ance by hospital doctors to the intrusion of finance into their world, in the manner 
of the New Zealand clinical budgeting initiatives (see Doolin, 1999). In the current 
arrangements, clinical directors assume responsibility for, and act on, clinical 
budgets. As one clinical director expressed it, this (variant of clinical budgeting) is 
‘taken for granted, it is part of the scene’. 

The above findings differ from those of all previous studies of clinical budgeting. 
Here we have reported upon revelatory case studies (Yin, 1984) which shed light 
on the process by which experiments in clinical budgeting may be brought to 
fruition. The particular facets of the reform process which have been highlighted in 
these case study settings are: the pace of change (which has been slower and less 
committed in Scotland than in England), which both attenuates the impact of 
relentless modernizers and prolongs the exposure of the target recipients (hospital 
doctors) to the language of costs and clinical budgets; the changing nature of the 
reforms (the switch from MB to RM) which paves the way for the revitalization of 
MB (with its failure which is suppressed by the organizational memory); the focus 
on trial sites for both of these initiatives. 


The Impact of the Wider Environment This aspect of the above success story for 
clinical budgeting may be explained, in part, by trial sites, in which a greater 
concentration of resources and effort takes place than in other hospitals which are 
prevailed upon to implement clinical budgeting. However, it is possible that the 
changes in the wider operating environment of these hospitals—in particular, the 
advent of the internal market in U.K. health care, the consequent importance 
of the contracting process and the creation of the self-governing hospital trusts 
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(DoH, 1989)—are all factors which have influenced this success story of clinical 
budgeting at these hospitals. We examine this issue next. 

At the time when this second stage of this investigation was being undertaken 
(1996-7), there were contemporaneous investigations of financial management in 
U.K. hospitals. One by Jones and Dewing (1997) in England, which studied a 
hospital which had not been a trial site for either MB or RM in 1993-5, and a study 
by Lapsley et al. (1998) of three hospitals (one teaching hospital, two district 
general hospitals [one urban, one rural] ) in Scotland which had not been trial sites 
for MB and RM in 1996-7. Both of these studies examined clinical budgeting in 
the context of the market environment, therefore, ceteris paribus, if the external 
environment was the dominant influence in rendering MB an operational system 
at Highland and Lowland, we might expect to find operational clinical budgeting 
systems in place in these hospitals. In particular, the Lapsley et al. study is a direct 
comparator as it is based on three hospital sites in the same part of the U.K. 
However, the findings of Jones and Dewing and Lapsley et al. are supportive of the 
general, established view in the literature: clinical budgeting does not work. Both 
of these studies amass a number of factors which impinge upon this circumstance— 
which are suggestive of the decoupled organization structure, in which hospital 
doctors do not act upon clinical budgeting information. 

Jones and Dewing (1997) was a study of NHS clinicians at one of the largest 
acute hospital sites in England. It covered a six-month period prior to this hospital 
acquiring trust status and one year thereafter (1993-5), and found that over the 
period of the investigation the overall views of the ten clinical directors (i.e., budget 
holders) had hardly changed. They Ład not become persuaded of the significance 
of accounting information in any significant way whether for controlling their dir- 
ectorates, evaluating results or resource planning. Further, the study showed that 
for the clinical directors at this hospital trust continued to be dominated by largely 
clinical rather than financial objectives. It revealed ‘a personal distaste’ for the style 
of financial objectives and controls. As Jones and Dewing put it, for the clinical 
directors, ‘success had little to do with meeting financial budgets but was primarily 
concerned with meeting contracted numbers of procedures with appropriate quality 
of patient care’ (p. 9). This study elaborated on this stance of these ‘budget holding’ 
doctors by pointing to subtle subterfuges which the clinicians used to perpetuate the 
divide between clinical and management cultures. In particular, Jones and Dewing 
pointed to the effects of clinical trainmg and practice which had, in their words, ‘im- 
bued a deep-seated ethos based on patient care, almost regardless of cost’ (p. 12). 

Thus, despite radical changes (DoH, 1989) to the nature of the organization 
(trust status, with greater devolved powers), to its structure (a devolved budgeting 
system, based on clinical directorates) and to its operating context (the internal 
market in health care), there was a rejection of clinical budgeting, that is, a story of 
continuity rather than change. This study shows similar results to earlier research 
on clinical budgeting in English hospitals. Despite the anxieties of the clinicians at 
this hospital, these accounting constructs fail to take hold—budgets are in place, 
in the sense of reports being generated, but not in the sense of such accounting 
information being acted upon by clinicians. 
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In Lapsley et al.’s (1998) study of three other Scottish hospital sites which were 
not trial sites, clinical budgeting systems were discovered to be in their infancy, 
clinicians had a limited regard for, and some were antagonistic towards, financial 
information in the manner depicted in other studies. Interviews were undertaken 
with the clinical directors of all three hospital trusts. While there were some hints 
of interest in budgetary information, the major concerns of these hospital doctors 
repeated those of the designated budget holders in the trial sites in management 
budgeting a decade earlier. For example, the sense of a distance in the thinking 
of the management cadre, on the one hand, and the medical professionals on the 
other can be seen from the following statements by clinical directors at a general 
hospital (Lapsley et al., 1998): 


Management are disengaged from service delivery, they say how much does this cost and 
they ask what is length of stay and how can we get it down, they don’t think what it means 
for the patient (CD8). 

There is a lack of insight into the clinical management of disease processes and manage- 
ment fail to recognise important developments. Cutting back and saving money, this is 
management’s only focus (CD1). (p. 51) 


Both of these clinical directors were at the teaching hospital included in the Lapsley 
et al. (1998) study. However, similar views were expressed by clinical directors at 
the general hospitals. For example, at the rural general hospital, one clinical director 
expressed the following viewpoint: 


I’ve become accustomed to a lack of financial information. You have to understand the 
way the minds of finance people work and it has taken me a long time. The idea that you 
have got to balance your books at the end of the year. If you work out how they work 
then you can get improvements but you have to keep pressing for activity data and 
income as well. But the finance people keep regressing to just expenditure, that your 
budget is just your expenditure budget (CD2). (Lapsley et al., p. 39) 


However, it is important to note that this study observed clinical budgeting sys- 
tems in their infancy: clinical directors may have not acted on budgetary informa- 
tion because they found it alien (Jones and Dewing, 1997) or because it was so poor 
(see earlier discussion of management budgeting at the Scottish trial sites). This 
finding underlines the vintage issue in examining clinical budgeting systems: it also re- 
veals the importance of revisiting study sites, after a period time, to capture a more 
accurate assessment of the unfolding nature of reforms, such as clinical budgeting. 

In answer to research question 2 (on the resistance by hospital doctors, of the 
unitizing mechanism of clinical budgets to protect the medical core) there is evid- 
ence of this from these case studies of the trial sites in Scotland but, ultimately, 
clinical budgets are integrated within the hospital organization. The particular mech- 
anism by which this is achieved is the designation of clinical directors—hospital 
doctors who assume budgetary responsibilities but retain their clinical practice. 
This differs from the Australian practice, as described by Abernethy and Stoelwinder 
(1990) and Abernethy (1996), in which hospital doctors relinquished their clinical 
practices and became part of the administration to the detriment of the integration 
of clinical and management agendas. 
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Also, regarding research question 3 (on whether there is evidence of hospital 
doctors acting on budgetary information which has resulted from the reforms), 
there is indeed evidence. The actions of these clinical budget holders ranged 
from cost reduction on specific drugs and consumables, through the flexible use of 
labour to shedding of labour. These actions contrast with the behaviour of clinical 
directors in the Lapsley et al. (1998) study which had not been exposed to the ideas 
of clinical budgeting over a lengthy period of time, experiencing the disappoint- 
ments of failed attempts and finally seeing the potential of management budgeting. 
For example, one clinical director at the teaching hospital in the Lapsley et al. 
(1998) study described the effects of budgets on him: ‘last year it did get a bit nasty, 
we talked about... savings and it was all very confidential and theoretical and 
then the next thing I know I was expected to sign redundancy letters. Of course I 
didn’t do it (CD4)’ (p. 52). This statement typifies someone who will not act on his 
budget, is not in charge of his budget and who is part of a chasm between manage- 
ment and hospital doctors. 


DISCUSSION AND CONCLUSION 


This article has examined attempts to influence the activities of medical profes- 
sionals within U.K. hospitals by the mechanism of introducing clinical budgets. These 
budgets make it possible to make clinicians financially accountable for their actions 
and attenuate their clinical freedom. This subject of clinical budgeting has aroused 
considerable interest in academic research for the past two decades, in a variety of 
countries. The result of previous research has been the documenting of a story of 
failure—of an inability of reformers to devise, and managers to implement, clinical 
budgeting systems which became operational, which made sense to both the hos- 
pital management and to hospital doctors designated as budget holders, and which 
the latter group were prepared to act on in the discharge of their everyday duties. 

There are a number of dimensions to this failure: there have been power struggles 
between hospital doctors and hospital administrators (see Kurunmaki, 1999, on 
the Finnish experience); there has been the existence of a decoupled organiza- 
tion, with hospital doctors occupying one culture and hospital administrators in 
another (see Coombs, 1987, on the Swedish experience); there has been resistance 
by hospital doctors to the initiatives of reformers to contain their activities by 
budgets (see, e.g., Doolin, 1999, for the story of hospital doctors’ resistance in New 
Zealand); there has been a revulsion of the very idea of being expected to use 
accounting and financial information (see Jones and Dewing’s 1997 study in Eng- 
land); there has been a failure to integrate hospital doctors in management in 
a manner in which they retain the trust and support of clinical colleagues (see 
Abernethy and Stoelwinder, 1990, and Abernethy, 1996, on the Australian experi- 
ence); there have been stories of fabrication of budgets in the uncertainty of what 
they should be (see Preston et al., 1992, in England); and major operational diffi- 
culties in making the different parts of the complex organizations called hospitals 
fit together to support clinical budgeting systems (see, e.g., Packwood et al.’s, 1991 
study of the U.K. experience). These various dimensions—technical, behavioural, 
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organizational and accounting—have frustrated attempts to make such systems 
operational. 

The present study is a unique, longitudinal analysis which charts the story of a 
successful implementation of clinical budgeting. This story captures the usual fail- 
ures, and if the study had been terminated at an earlier stage it would have sup- 
ported the prevalent view in the literature, but would have failed to detect subtle 
nuances and more marked changes in behaviour as evidenced at clinical budgeting 
trial sites in Scotland. The story depicted here draws on institutional theory, par- 
ticularly notions of the reforming organization, as elaborated by Brunsson (1992) 
and Brunsson and Olsen (1993) to illuminate the processes by which this change in 
management practice is attempted. In doing this, the article seeks to extend our 
understanding of reforms and the means by which they may or may not take root 
in organizations. 

This study of the Scottish experience reveals that for the later of the initiatives 
(resource management) of the two sites studied, one is an apparent success story, 
the other is a story of failure. However, closer scrutiny of these case studies reveals 
a fairly complex pattern of reform relationships. The initial reform (management 
budgeting) was a failure at both sites. A subsequent reform—resource management 
—(despite being labelled a success at one site) was also a failure at both sites. (The 
success story for resource management applies to one hospital doctor at one site 
only.) But by this stage, a variant of the initial reform had taken hold at both of 
these sites, with some degree of success. 

This result—of hospital doctors assuming financial responsibility for their actions 
—contrasts with the results of previous empirical research in state-owned hospital 
systems where there is a consistent pattern of failure in the implementation of 
budgets for clinicians, as mentioned above. A major reason for this success is 
attributed to the contrasting experience of the implementation process in England 
and in Scotland, as is further discussed below. In England, the process of imple- 
mentation is captured by the ideas of the institutional theorists, such as Brunsson 
and Olsen (1993), who depict reformers as relentless modernizers, insensitive to 
the subtleties of hospital life, with consequent failure of such initiatives. From this 
perspective reformers are seen as driven, as being inculcated with beliefs about the 
benefits of modernization and insensitive to the operation of decoupled organiza- 
tion structures which contrast with their favoured unitary form of organization 
structure. Scrutiny of the processes of reform in England captures this belief 
in rationalistic procedures both from the perspective of the government (which 
initiated these reforms) and hospital management (which was prevailed upon by 
government to implement these reforms). In Scotland, the process of reform has 
proceeded at a gentler pace and, while success was not immediate it is, never- 
theless, demonstrable. This study underlines the need for longitudinal studies of 
accounting change. These findings have important implications for policy makers, 
health care managers and financial controllers in hospitals, particularly on the 
manner of implementation of such experiments in the state sector. 

Previous research in this area has demonstrated the repeated failure of clinical 
budgeting experiments. But much of that research was conducted in England, where 
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the pace at which these reforms changed (from 1985 to 1986) created confusion 
and made their investigation less tractable. This present research has been able to 
study the implementation of clinical budgeting in a distinct two-stage process, in 
Scotland, in which the initial reform (management budgeting) was implemented 
from 1985 to 1988; its failure was followed by the subsequent reform of resource 
management from 1989 to 1992. This subsequent reform was also a failure. But the 
Scottish story has shown that this slower pace of reform resulted in a variant of the 
initial reform (management budgeting) taking hold in the wake of the failure of 
the subsequent reform (resource management). 

This story of success (as measured by the existence of an operational clinical 
budgeting system which designated budget holders act upon) can be seen as a facet 
of the organizational memory which accepts that which has previously been rejected 
as failure. This accords with March and Olsen’s (1983) analysis of reorganizations 
in which concepts, ideas and proposals are carried over to subsequent reforms, and 
‘solutions’ are developed, waiting for ‘problems’ to occur and suitable circum- 
stances to emerge. This places the change process inherent in reforms as part of 
the evolution of ideas in subtle ways over a variety of experiences. In this sense, 
the rejection of the management budgets in the initial reform in Scotland is a 
story of disconnection—of not relating to hospital doctors’ daily lives—but it is 
also one of a flawed initiative, on the grounds of the kinds of information supplied, 
the failure of the technology and the presence of ‘management’ but the absence of 
‘budgets’ for those hospital doctors targeted as budget holders. The organizational 
forgetfulness and the characteristics of this system—its simplicity, its role as a 
mechanism for bringing order into a situation of turbulence and its one-sided, 
consistent view of the financial domain (Brunsson, 1992)—are contributory factors 
in the acceptance of the ‘new’ management budgeting (although, it was never 
called this by key actors in the organization). 

There were also external pressures which may have promoted the subsequent 
acceptance of this initial reform—these hospitals now operated as autonomous 
units with greater devolved financial responsibility in a more hostile, competitive 
environment, in a quasi-market in which they struggled for resources—but which 
were not critical to its acceptance. All of this underlines the need for processual, 
longitudinal research in the investigation of significant accounting changes. 

From a management and a policy perspective, what is of particular interest here 
is the variant of management budgeting which was adopted. In its initial version, this 
concept of clinical budgeting embraced the concept of universality—all clinicians 
within the hospital were to be subject to the financial constraint of their own budget. 
In the successful variant, this is relaxed. There are key clinicians who are budget 
holders (clinical directors). Instead of penetrating the core of the institutional iden- 
tity, or threatening it, this variant of the reform is redefined as part of the defensive 
shield and the separate bureaucratic (management) and professional (hospital 
doctors) structures remain intact, in the decoupled hospital organization. In this way 
clinical budgeting within these particular hospitals (which were designated sites for 
the implementation of these reforms) becomes accepted as fact and is taken for 
granted. But critical in this process of successful reform has been the distinctive 
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manner, timing and location of these reforms at trial sites for clinical budgeting in 
Scotland, which contrasts with experience, elsewhere in the United Kingdom. 
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The Usefulness of Long-Term Accruals 


Though empirical evidence strongly supports the role of short-term operat- 
ing accruals in improving operating cash flows as a measure of performance, 
there is little support or consensus with respect to the effect of long-term 
accruals. We provide evidence that long-term accruals do reduce timing 
and matching problems in cash flows. In return-earnings regressions, long- 
term accruals are found to improve earnings as a measure of firm per- 
formance, although not to the same extent as short-term accruals. Further, 
our analysis highlights differences in economic and statistical properties 
between short-term and long-term accruals and demonstrates how these 
differences impede the ability of long-term accruals to improve earnings 
as a performance measure in a return-earnings context. The incremental 
explanatory power of long-term accruals is shown to be hampered by the 
lack of present-value considerations in the existing accounting model, 
timeliness problems, and measurement error in the indirect method of 
computing cash flows and accruals. 


Key-words: Accrual accounting; Accruals; Cash flows; Corporate perform- 
ance; Long term; Short term. 


INTRODUCTION 


The accruals process has been hypothesized to improve cash flows as a measure of 
firm performance (e.g., Watts, 1977; Watts and Zimmerman, 1986; Dechow, 1994; 
Dechow et al., 1998). Through the application of the matching and revenue recog- 
nition principles, the accruals process incorporates certain past and expected future 
cash flows into current earnings. By making these adjustments to current period 
cash flows, accrual accounting is expected to generate an earnings number that 
better approximates current economic firm. performance. 
In empirical and analytical studies, accruals are often separated into their shott- 
term and long-term components. Short-term accruals typically adjust operating cash 
flows that occur one year before or one year after the accrual is recorded. These 
accruals generally reverse within one fiscal year and are often detected, in practice, 











Wayne R. Guay is an Assistant Professor at the Wharton School, University of Pennsylvania, and 
Baxnr K. Suu is a Senior Lecturer in Accounting and Finance at the Australian Graduate School of 
Management. We thank two anonymous referees and the following individuals for useful comments: 
Sudipta Basu, Michael Bradbury, Shirley Carlon, Greg Clinch, Graeme Dean, Dan Dhaliwal, Dick 
Edwards, Michael Gibbins, S. P. Kothari, Gordon Richardson, Phil Shane, Greg Whittred, Jilnaught 
Wong, Jerry Zimmerman, and particularly Ross Watts. We also thank workshop participants at the 
Universities of Auckland, Griffith, New South Wales, Southern Queensland, and Queensland for help- 
ful comments. B. K. Sidhu gratefully acknowledges financial assistance received from the Australian 
Research Council. 


110 


USEFULNESS OF LONG-TERM ACCRUALS 


by measuring changes in working capital accounts, such as inventory, accounts 
receivable and accounts payable. Long-term accruals, such as depreciation and the 
change in deferred taxes, mitigate timing and matching problems that are of longer 
duration. These accruals can result from firms’ operating, investing or financing 
activities. Though empirical evidence strongly supports the role of short-term ac- 
cruals in improving cash flows as a measure of performance, there is little support 
or consensus with respect to long-term accruals in performing this role. Dechow 
(1994) hypothesizes long-term accruals are less useful than short-term accruals and 
finds no evidence that long-term accruals significantly reduce timing and matching 
problems. She concludes that short-term accruals serve the more important role in 
this capacity. 

An understanding of the usefulness of accounting accruals is essential to stand- 
ard setters in developing quality accounting standards. In its December 1997 note, 
Quality of Accounting Standards, the Financial Accounting Standards Board states 
that, ‘Financial reporting should provide information to help present and potential 
investors and creditors and other users assess the amounts, timing, and uncertainty 
of prospective net cash inflows to an enterprise and, based in part thereon, cash 
flows ultimately to themselves’. The extent to which the current accounting model 
achieves this goal depends, in part, upon whether long-term accruals augment 
earnings in providing users of financial statements with timely, relevant information 
about firm performance and future cash flows. The empirical evidence on long- 
term accruals also influences the treatment of these accruals in academic research. 
Citing the evidence in Dechow (1994), Dechow et al. (1998) choose to model and 
explore only cash flows and short-term accruals when examining the time-series 
properties of the accounting process. If long-term accruals are a useful and inform- 
ative part of the accounting process, studies that exclude these components are 
likely to mischaracterize the existing accounting model. 

We re-examine Dechow’s premise for expecting long-term accruals to be less 
useful than short-term accruals and use more powerful tests to investigate the role 
of long-term accruals in generating a more useful and timely summary measure of 
performance. We provide evidence on the similarities and differences between 
short- and long-term accruals and conclude that long-term accruals do reduce 
timing and matching problems in much the same way as short-term accruals. Our 
results indicate that long-term accruals improve earnings as a summary measure of 
firm performance. In annual regressions of returns on performance measures, we 
find that the explanatory power of a performance measure that includes cash flows, 
short-term and long-term accruals (i.e., earnings) is greater than that of a perform- 
ance measure comprised of only cash flows and short-term accruals. 

However, annual regressions of returns on earnings are shown to mask much of 
the usefulness of long-term accruals. Since long-term accruals resolve timing and 
matching problems in cash flows over longer intervals, their economic and statistical 
properties vary from those of short-term accruals. We examine three factors that im- 
pede the incremental explanatory power of long-term accruals: (a) bias from aggreg- 
ating cash flows, short-term accruals, and long-term accruals when price-earnings . 
multiples vary across earnings components; (b) timeliness of long-term accruals 
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and the measurement interval; and (c) measurement error induced by the procedures 
frequently used to estimate cash flows and accruals. The implications of these con- 
founding factors are not specific to this study and can be generalized to other em- 
pirical work on the valuation, informativeness, or usefulness of accounting accruals. 

Dechow et al. (1997) show that accruals are expected to have a smaller return- 
earnings multiple than cash flows due to the time value of money. We contend that 
this timing difference is salient for long-term accruals relative to short-term ac- 
cruals since the cash flow implications of long-term accruals are further into the 
future. Aggregation bias, the reduction in r-squared that results from constrain- 
ing the coefficients on cash flows, short-term accruals and long-term accruals to 
be equal, is shown to mask the usefulness of long-term accruals. The adjusted 
r-squared from the unconstrained return-earnings regression is up to 13 per cent 
larger than that of the constrained regression, with nearly all of the increased 
explanatory power due to long-term accruals. These results indicate that long-term 
accruals are constrained in their ability to improve earnings as a summary measure 
of performance at least partially because the accounting model does not adjust 
earnings components for the time value of money. 

Since stock returns anticipate much of the information in earnings (see Ball and 
Brown, 1968; Beaver et al., 1980; Collins and Kothari, 1989; Kothari and Sloan, 
1992), return-earnings regressions over short intervals suffer a form of the errors- 
in-variables problem. This reduces the explanatory power of the independent vari- 
ables and biases their coefficients toward zero. The severity of this bias is expected 
to be largest for earnings components that are most predictable. Increasing the 
measurement interval can mitigate this problem (Easton et al., 1992). To explore 
the timeliness of long-term accruals, we examine return-earnings measurement 
intervals from two to five years. The coefficients on all earnings components in- 
crease with the length of the measurement interval. However, long-term accruals 
experience the largest increases, indicating that the timeliness problem is most 
severe for this component of earnings. 

The existence of timeliness problems does not imply that long-term accruals are 
not a useful addition to a performance measure. Even in the presence of timing prob- 
lems, earnings, inclusive of both short-term and long-term accruals, are commonly 
employed in a variety of contracting environments and analysed by many user 
groups. Debt covenants, compensation contracts, investors, analysts and creditors 
regularly utilize earnings. In structuring optimal compensation contracts, Barclay 
et al. (1996) show how earnings inclusive of depreciation can result in a perform- 
ance measure that is superior to cash flows. Reichelstein (1997) also recognizes the 
importance of depreciation in evaluating managerial performance. Ball et al. (1998) 
argue that depreciation can be used to control underinvestment and overinvestment 
problems. Thus, timeliness is not the only relevant criterion for evaluating the 
usefulness of earnings components. These issues reflect the more general (and 
long-standing) problem of assessing the usefulness of accounting numbers alluded 
to in Ball and Brown (1968) and explicated in Beaver et al. (1968). 

We also find that the short-term accruals’ contribution to the explanatory power 
of earnings decreases with the measurement interval, while the contribution of long- 
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term accruals remains stable. This is consistent with short-term accruals. reversing 
over short periods of time (i.e., summing to zero), thereby adding little improvement 
to cash flows as a measure of performance over longer measurement intervals. In 
contrast, long-term accruals either reverse over several years, or do not reverse at 
all, as in the case of depreciation. The ability of these accruals to improve cash 
flows as a measure of performance decays less rapidly than short-term accruals as 
the measurement interval increases. 

Finally, we present evidence on the extent to which measurement error exists in 
the indirect method that is frequently used to compute cash flows and long-term 
and short-term accruals. Using direct cash flow from operations data available 
from Compustat as of 1988, we find that the correlation between reported (direct) 
cash flows from operations and the indirectly computed cash flows is only about 
0.6. Return-earnings regressions that adjust for this measurement error suggest 
that indirectly estimated earnings components tend to underestimate the useful- 
ness of long-term accruals and cash flows. 


THE USEFULNESS OF LONG-TERM OPERATING ACCRUALS 


Long-term accruals, like short-term accruals, are hypothesized to adjust operating 
cash flows to resolve timing and matching problems. For example, consider depre- 
ciation, which for most firms is the largest single long-term accrual. When a firm 
buys an asset that will be used over several fiscal periods, the cost of the asset (an 
investing cash flow) is not immediately expensed but capitalized on the balance 
sheet. Over time, a portion of the asset’s cost is depreciated each period, or de- 
ducted from revenues to obtain earnings (i.e., it is expensed), to match the cost of 
using the asset with the benefit received. This matching exercise is intended to 
charge a measure of the utilization of an asset against the benefits derived from the 
use of that asset. This rationale for depreciation holds, irrespective of how depre- 
ciation is measured, for example, whether using a straight line or some other 
method. Thus, depreciation expense can provide investors with information about 
the extent to which assets are being utilized. Asset utilization, in turn, can provide 
investors with information on production efficiency, expected output, or the amount 
of time until cash flow is required for asset maintenance or replacement.’ Deferred 


1 Unlike short-term accruals and most other long-term accruals which address timing and matching 
problems in operating cash flows, depreciation expense results from an investing cash flow for capital 
expenditures. However, the difference between depreciation and other accruals in this respect is 
largely an accounting convention as opposed to being based on major fundamental differences in the 
economic nature of these transactions. For example, consider the purchase of raw materials for 
inventory. Operating cash flow is expended and an asset is recognized. This asset is expensed in the 
period in which the materials are used up and sold, regardless of the period in which the cash flow is 
expended. The build-up of inventory is a positive accrual, and the consumption of inventory is a 
negative accrual. Both the positive and negative accruals can convey useful information about firm 
performance and expected future cash flows. Capital expenditures are conceptually similar. Like 
inventory, a capital asset is purchased and used up. However, because inventory is a short-term asset 
(to be used up within an operating cycle) and plant and equipment are long-term assets, the cash 
expended is called ‘investing’ as opposed to ‘operating’. Thus, the positive accrual never appears in 
the reconciliation between operating cash flows and earnings. The negative accrual does appear in 
the form of depreciation expense and is conceptually similar to that of inventory. 
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tax expense/revenue, another common long-term accrual, mitigates timing and 
matching problems by recognizing anticipated future tax costs or benefits in cur- 
rent period earnings. Deferred tax accruals thereby can improve earnings as a 
performance measure, by providing investors with information about future ex- 
pected cash inflows and outflows due to the tax consequences of a firm’s operating 
activities in the current and past reporting periods. 

However, it has been argued that the introduction of long-term accruals into the 
accounting model was motivated by reasons other than to resolve timing and match- 
ing problems. Watts (1977), for example, argues that the introduction of tax 
deductibility of depreciation charges largely influenced the charging of depreciation 
as an expense by U.S. companies during the early part of the twentieth century. 
Dechow (1994) hypothesizes that short-term accruals are likely to be more important 
than long-term accruals in improving earnings as a performance measure because 
short-term accruals have evolved largely in a voluntary fashion, whereas long-term 
operating accruals are largely a product of the political process. She argues that if 
stock returns are used as the performance benchmark, this difference in the evolu- 
tionary process suggests that long-term accruals are less important than short-term 
accruals in improving the association between accounting earnings and stock returns. 

This premise bears re-examination. First, it is not clear whether evolving tax law 
actually encouraged (as indicated by Dechow, 1994, p. 12) rather than followed the 
practice of providing. for depreciation.’ Depreciation accruals were made in the 
financial accounts of British companies long before any related tax deductions 
were introduced. Depreciation charges, variously termed, were made to revenue or 
to retained earnings in the 1850s (if not earlier), more than twenty-five years prior 
to the allowance of an explicit tax deduction (Edwards, 1986). 

Second, it is not clear that depreciation accruals would not have evolved in the 
absence of tax or regulation-related incentives. ‘Efficiency’ reasons may be an 
alternative (albeit not mutually exclusive) explanation for the introduction of de- 
preciation. For example, following Jensen and Meckling (1976), Watts (1977) con- 
siders the possibility that the voluntary adoption of depreciation accruals in the 
nineteenth century assisted in the control of the agency costs of debt and preferred 
equity. Indeed, the English courts recognized an economic role for depreciation in 
companies employing depreciating assets, and were known to rule in favour of 
depreciation provisions even where the Articles of Association did not require them 
(Prosper, 1976, p. 83). Brief (1966, p. 21) also concludes that depreciation practice 
evolved with ‘the growth of large scale enterprise possessing long-lived assets’ and 
the interplay of ‘free market’ forces and the accounting profession. Therefore, 
depreciation accruals may solve mismatching problems for capital intensive firms 
in much the same way that short-term accruals do for firms with volatile working 
capital requirements. 

Even if the motivation underlying the adoption of long-term accruals could 
be isolated, it is not clear that ‘efficiency’ driven or voluntarily adopted accruals 


2 Following Watts (1977) and Dechow (1994), we use evidence of the evolution of depreciation accruals 
as descriptive of the evolution of long-term operating accruals generally. 
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necessarily imply an improved association between accounting and market perform- 
ance measures. The optimal accounting model from a contracting perspective can 
differ from the optimal model from a valuation perspective. Since it is unclear 
why depreciation and other long-term accruals evolved, or what the alternative 
motivations imply about the relation between earnings and stock returns, we main- 
tain that the usefulness of long-term accruals is an empirical issue that has yet to be 
convincingly resolved. 


RESEARCH DESIGN 


Following Dechow (1994), stock returns are used as the performance benchmark 
against which to compare the usefulness of accounting measures.’ Stock returns 
reflect changes in expectations about future cash flows and risk. Therefore, the 
greater the proportion of stock return variation that can be explained by a per- 
formance measure, the more useful the measure is as an indicator of current period 
firm performance. To evaluate the usefulness of short-term and long-term accruals, 
we compare the explanatory power of earnings measures that do and do not in- 
clude these accruals. The explanatory power of the following three performance 
measures is examined: 


Model 1: Ry = a, + b,CFO, + Cit 
Model 2: R, = a, + ba (CFO + STOA), + €r 
Model 3: R, = a, + b,(CFO + STOA + LTOA),, + €h 


where CFO = cash flow from operations 
STOA, = short-term operating accruals 
LTOA = long-term operating accruals 
R = buy and hold stock return 
Earnings = (CFO + STOA + LTOA) 


If accruals improve ‘earnings as a performance measure, the explanatory power 
of Model 3 should be greater than the explanatory power of Model 1. If short-term 
and long-term accruals each improve earnings as a performance measure, the 
explanatory power of Model 2 should be greater than the explanatory power 
of Model 1, and the explanatory power of Model 3 should be greater than the 
explanatory power of Model 2. 

Dechow (1994) also considers the usefulness of long-term accruals. She pre- 
dicts that if short-term accruals mitigate matching problems in cash flows, the ability 
of cash flows to explain variation in stock returns will decline as the magnitude 
of short-term accruals increases. If long-term operating accruals do not mitigate 


* Studies of this nature rely on statistical associations between capital market measures of value 
(prices or returns) with accounting numbers to assess the usefulness of financial information to 
investors (Lev and Zarowin, 1998). Usefulness in this context is operationalized as the ability of 

- accounting information (in this case, earnings or components of earnings) to explain the information 
contained in prices or returns. 
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matching problems in cash flows, then the explanatory power of cash flows will not 
decline as the magnitude of long-term accruals increases. When firms are ranked 
into quintiles based on the magnitude of short-term accruals, the ability of cash 
flows to explain returns declines substantially in the quintile with the largest mag- 
nitude of short-term accruals (Dechow, 1994, Table 7, p. 32). In contrast, when 
firms are ranked into quintiles based on the magnitude of long-term accruals, cash 
flow does not decline, and actually increases, as the magnitude of long-term ac- 
cruals increases. These findings are inconsistent with the hypothesis that long-term 
accruals mitigate timing and matching in a manner similar to that of short-term 
accruals. 

We argue that the tests in Dechow (1994) are indirect tests of the usefulness 
of long-term accruals. Ranking on an individual component of earnings, such as 
long-term accruals, does not ensure that the other components are randomized. 
For example, firms. with large long-term accruals may also generate the smallest 
(or largest) short-term accruals, or contain firms with cash flow characteristics that 
produce the observed results but for reasons unrelated to the usefulness of long- 
term accruals. Further, Dechow finds that the explanatory power of earnings in 
explaining returns increases with the magnitude of firms’ long-term accruals. If 
long-term accruals do not improve earnings as a performance measure, and hence 
are ‘noise’ with respect to returns (i.e., an error-in-variables problem), explanatory 
power should decrease, not increase, with the magnitude of long-term accruals. 
Since these findings provide neither direct nor conclusive evidence, alternative, 
direct tests are proposed to assess the usefulness of long-term accruals. 


DATA 


Financial data to construct a sample of firms are obtained from the 1996 Compustat 
and CRSP tapes. Data are available for the years 1962 through 1995. To reduce the 
undue influence of extreme observations, we remove the largest 1 per cent and 
smallest 1 per cent of the firm-years based on earnings per share and cash from 
operations per share. The final sample consists of 41,570 firm-year observations. 

All accounting variables are expressed on a per-share basis and scaled by beginning- 
of-period price. All variables that increase earnings are coded with positive signs, 
and those that reduce earnings are coded with negative signs. All variables are 
adjusted for stock splits. The variables, defined as follows, are identical to those 
used in Dechow (1994): 


Earnings = earnings per share (after tax, but excluding extraordinary items and 
discontinued operations), scaled by beginning-of-period price. 

STOA = {A(noncash) working capital/aumber of common shares outstanding} / 
P, , with A(moncash) working capital = AAR + AInv + AOthCA — AAP — 
ATP — AOthCL, where A is the change in each variable from period t-1 
to t, AR is accounts receivable, Inv is inventory, OthCA is other current 
assets, AP is accounts payable, TP is tax payable, and OthCL is other 
current liabilities. 
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CFO = cash from operations per share, scaled by beginning-of-period price; 
{(operating income before depreciation — interest — taxes — STOA)/ 
number of common shares outstanding)} / P, ,. 

LTOA = long-term operating accruals per share, scaled by beginning-of-period 
price; {(earnings — cash from operations — STOA)/number of common 
shares outstanding} / P,- 

Ri = CRSP buy-and-hold stock return (including dividends) for firm i over 
time interval t, where t is the contemporaneous year, minus the CRSP 
value-weighted market index (including dividends) over the correspond- 
ing fiscal period. 


Descriptive Statistics 

Descriptive statistics for the sample of 41,570 firm-year observations are presented 
in Table 1. For each variable, mean, standard deviation, 25th percentile, median 
and 75th percentile values are reported. Consistent with previous studies (e.g., 
Dechow, 1994), accruals reduce the volatility of cash flows. Notice the standard 
deviation of earnings (0.15) is lower than that of cash flows from operations (0.23). 
Our intermediate performance measure (cash flows plus short-term accruals) has a 
lower standard deviation (0.18) than cash flows but higher than earnings. Thus, 
both short-term and long-term operating accruals appear to aid in smoothing out 
temporary fluctuations in cash flows. 


TABLE 1 


DESCRIPTIVE STATISTICS 
(41,570 firm-year observations, 1962—95) 








Mean SD Q1 Median Q3 
CFO 0.14 0.23 0.03 0.11 0.22 
(CFO + STOA) 0.15 0.18 0.07 0.13 0.22 
Earnings 0.06 0.15 0.03 0.08 0.13 
STOA 0.01 0.21 —0.04 0.01 0.07 
LTOA -0.09 0.13 —0.12 —0.06 —0.02 
Depreciation —0.10 0.11 —0.12 —0.07 —0.04 
Deferred tax -0.01 0.04 —0.01 —0.00 0.00 
Other LTOA 0.02 0.09 0.00 0.01 ` 0.03 
Return 0.02 0.49 —0.26 —0.04 0.20 








CFO is cash from operations per share. STOA is the change in noncash working capital per share. 
LTOA is long-term operating accruals per share. Earnings is earnings per share (after tax, but - 
excluding extraordinary items and discontinued operations). Earnings is also the sum of CFO + STOA 
+ LTOA. Depreciation is depreciation and amortization expense per share. Deferred tax is the 
change in deferred taxes per share. Other LTOA is equal to (LTOA — Depreciation — Deferred tax). 
All accounting variables are scaled by beginning of period stock price. Returns are annual CRSP buy- 
and-hold stock returns (including dividends) minus the CRSP value-weighted-market index (including 
dividends). 
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Unlike short-term accruals, which are on average close to zero (0.01), average 
long-term accruals are large and negative (0.09). This is because depreciation, the 
largest single long-term accrual, is negative (—0.10) and does not reverse over time 
like most other accruals. Excluding depreciation, deferred tax and other long-term 
accruals average about zero over the sample period. However, even though the 
average value of deferred tax and other long-term accruals is small, a substantial 
portion of the variation in long-term accruals comes from these components. 
Specifically, the standard deviations of depreciation, deferred tax and other long- 
term accruals are 0.11, 0.04 and 0.09, respectively. This fact suggests that each of 
these components can have a substantial effect on the ability of long-term accruals 
to improve the explanatory power of earnings. Further, note that the standard 
deviation of total long-term accruals is only about 30 per cent smaller than that of 
the performance measure that includes cash flows and short-term accruals. This 
suggests that the variation in long-term accruals is sufficiently large to influence the 
explanatory power of earnings. 


Empirical Results 

The regression results presented in Table 2 support our prediction that long-term 
accruals improve the usefulness of earnings. As expected, the performance meas- 
ures in all three models show a significantly positive relation with stock returns.‘ 
The adjusted r-squareds for cash flows (2.23 per cent) and earnings (9.64 per cent) 
are consistent with previous studies and indicate that accruals improve cash flows 
as a performance measure (Dechow, 1994). To assess the contribution of short- 
term and long-term accruals separately, we examine an intermediate performance 
measure including only cash flows plus short-term accruals (Model 2). This meas- 
ure explains 8.15 per cent of the variation in returns. Though the measure combin- 
ing short-term accruals and cash flows explains more of the variation in returns 
than cash flows alone, the explanatory power of earnings, which includes long-term 
operating accruals, is greater still (9.64 per cent). Thus, long-term accruals appear 
to capture useful information about the present value of future cash flows. 

To test whether the observed differences in explanatory power are statistically 
significant, Vuong’s (1989) likelihood ratio test for model selection is employed. 
Vuong’s test evaluates different specifications as competing non-nested models 
where neither model is considered to be ‘true’. As indicated by Dechow (1994), 
this is appropriate since accounting measures of firm performance are expected to 
suffer to varying degrees from timing and matching problems. Vuong’s test pro- 
vides a directional test of which (of two) competing specifications, if either, is more 
descriptive of the data. 

Vuong’s z-statistics are reported in the bottom row of Table 2. The performance 
measures being compared correspond to the models used to compute the relative 
r-squared ratios in the immediately preceding row in Table 2. A significantly pos- 
ittve (negative) Vuong’s z-statistic indicates that the model in the denominator 


4 Diagnostic tests indicate that none of our inferences are influenced by heteroskedasticity or multi- 
collinearity problems. 
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TABLE 2 
RETURN-EARNINGS REGRESSIONS FOR ALTERNATIVE MEASURES OF 
FIRM PERFORMANCE 
(41,570 firm-year observations, 1962-95) 
Model 1: Return = a, + b,(CFO) 


Model 2: Return = a, + b,(CFO + STOA) 
Model 3: Return = a, + b,(Earnings) 





Model 1 Model 2 Model 3 
intercept ~0.03 ~0.10 -0.05 
(-9.73) (-33.56) (18.70) 
b 0.31 0.78 0.98 
(30.81) (60.75) (66.60) 
Adj. R2(%) 2.23 8.15 9.64 
2 y 1 
R Model 1 _ 9.95 R Model 1 _ 9 9 R Model2 _ 9 95 
R° Model 3 R° Model 2 R° Model 3 
Vuong’s z-statistic ` _ 16.06** ' 16.49** 5.05** 


statistics are in parentheses. Vuong’s z-statistic corresponds to the likelihood ratio test for model 
selection provided by Vuong (1989). ** signifies statistical significance at the 0.01 level. 

Note: Returns are annual CRSP buy-and-hald stock returns (including dividends) minus the CRSP 
value-weighted market index (including dividends). CFO is cash from operations per share. STOA is 
the change in noncash working capital per share. Earnings is earnings per share (after tax, but excluding 
extraordinary items and discontinued operations). . 


(numerator) of the ratio is more descriptive of the data than the model in the 
numerator (denominator). The Vuong z-statistics indicate that cash flows (Model 
1) are rejected in favour of both cash fiows plus short-term accruals (Model 2) and 
earnings (Model 3). Furthermore, the explanatory power of the performance meas- 
ure that includes cash flows and short-term accruals is only 85 per cent of the 
explanatory power of earnings. This difference in explanatory power is statistically 
significant (z-statistic = 5.05). Thus, the inclusion of long-term operating accruals in 
the accounting process improves earnings as a measure of firm performance. How- 
ever, as indicated by the relative r-squared ratios, the contribution of long-term 
accruals to the explanatory power of earnings is not as large as that of short-term 
accruals.° Thus, consistent with the conclusion in Dechow (1994), long-term accruals 
appear to be less important than short-term accruals in improving cash flows as a 
measure of performance. Reasons for this difference are examined below. 


3 This inference is not affected by the order in which we add short-term and long-term accruals to 
earnings. A performance measure that includes cash flows plus long-term accruals has roughly the 
same explanatory power as a measure that includes cash flow only (not tabulated). Therefore, not 
only do short-term accruals improve the performance measure by a greater amount than long-term 
accruals, but long-term accruals become more useful in the presence of short-term accruals, 
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FURTHER INVESTIGATION OF THE 
USEFULNESS OF LONG-TERM ACCRUALS 


Three factors that potentially influence the low incremental explanatory power of 
long-term accrual are examined: (a) aggregation bias from aggregating cash flows, 
short-term accruals, and long-term accruals when multiples vary across earnings 
components; (b) timeliness of long-term accruals’ and the measurement interval; 
and (c) measurement error induced by the procedures frequently used to estimate 
cash flows and accruals. 


Aggregation Bias 

Dechow et al. (1997) model cash flows and the accruals process to obtain an expres- 
sion similar to the following (where shocks to cash flows and accruals are assumed 
not to persist): 


R, = CFO, + [(Total accruals),/(1 + r)*] 


where r = single period discount rate on the firm’s cash flows, and 
n = number of periods until the accruals reverse. 


If accruals provide investors with information about future cash flows, as 
opposed to current cash flows, the impact of accruals on value should incorporate 
an adjustment for the time value of money. This adjustment implies that the price— 
earnings multiple associated with accruals is expected to be smaller than that of 
cash flows. In this model, where cash flows and accruals do not persist (this as- 
sumption is relaxed below), the multiple on cash flows is expected to equal one, 
whereas the multiple on total accruals is expected to be 1/(1 + r)°, which is less than 
one. We contend that this time—value effect is exaggerated for long-term accruals 
relative to short-term accruals since long-term accruals provide information about 
cash flows that are further into the future (i.e., n is greater for long-term accruals 
than for short-term accruals). The following expression conveys this notion (for 
simplicity, we assume that short-term and long-term accruals are homogenous, 
though we relax this assumption for long-term accruals in the empirical tests): 


R, = CFO, + [(STOA),/(1 + r)™] + [(LTOA),/(1 + r)”] 


where n1 = number of periods until the short-term accruals reverse, and 
I n2 = number of periods until the long-term accruals reverse. 


Since short-term accruals are expected to reverse in less than one period and 
long-term accruals are expected to reverse in greater than one period, the multiple 
on short-term accruals [1/(1 + r)"] should, on average, be larger than the multiple 
on long-term accruals [1/(1 + r)”]. The expressions above are derived under the 
assumption that shocks to cash flows and accruals do not persist. If shocks to 
earnings components do persist, the return-earnings multiples are expected to be 
greater than those set out above. Specifically, if cash flows and accruals are equally 
persistent, the return-earnings multiple on cash flows is expected to be greater than 
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one and greater than the multiple on short-term accruals, which is again greater than 
that on long-term accruals. The regression models reported above and in Table 2 
do not allow the coefficients of the earnings components to vary in this manner. Con- 
straining regression coefficients to be equal, when the true coefficients are unequal, 
inhibits the explanatory power of the model and biases the r-squared downward.° 

We explore whether this bias is empirically descriptive of the data. Results from 
the following specifications are presented in Table 3: 


Model 4: R, = a, + b,(CFO), + (STOA), + d,(LTOA), 

Model 5: R, = a, + bs(CFO + STOA);, + ds(LTOA); 

Model 6: Ry = a + b,(CFO),, + (STOA), + di,(Depreciation);, + 
d2,(Deferred tax), + d3,(Other LTOA), 


Model 4 allows the coefficients on cash flows, short-term.accruals and long-term 
accruals to vary. As predicted, the coefficient on cash flows in Table 3 is the largest 
(1.11). It is also greater than one, indicating that shocks to cash flows do persist to 
some extent. The coefficient on short-term accruals is slightly less at 1.02. Using 
the framework described above, and assuming a discount rate of r = 15%, this 
coefficient is consistent with short-term accruals reversing in about six months on 
average (i.e., n = 0.5 years). Long-term accruals generate a multiple, 0.72, much 
smaller than that of either cash flows or short-term accruals. Again assuming a 
discount rate of 15 per cent, this coefficient is consistent with long-term accruals 
reversing in about three years (n = 3 years). These results provide further support 
for the Dechow et al. (1997) argument that accruals are priced according to their 
present value implications. 

Since the multiples on accruals and cash flows vary, constraining these coeffi- 
cients to be equal will partially mask their value relevance. Indeed, the adjusted r- 
squared from the unconstrained regression (Model 4) is 10.80 per cent compared 
to 9.64 per cent for the constrained specification (Model 3)2 As indicated by the 
Vuong’s z-statistic of 8.44, this difference is statistically significant. Furthermore, 
most of the increase in explanatory power comes from not constraining the coeffi- 
cient on long-term accruals.’ To illustrate, Model 5 is estimated where cash flows 


Another potential type of aggregation bias, not addressed here, is variation in the multiples on 
earnings components over time. 


Note that the use of the Vuong test in Table 3 is not required. Unlike Table 2, where we examined 
non-nested models, the models in Table 3 are nested. This suggests that we could instead use 
standard F-tests to determine whether allowing the coefficients on the earnings components to vary 
improves the explanatory power of the model. Since the tests conducted in later tables are a combina- 
tion of nested and non-nested tests, we report the Vuong statistic consistently across all the tables. 
Standard F-tests yield the same inferences. We also compute the partial correlations (not tabulated) 
for Model 4 in Table 3 and find that our inferences do not change. 


While our analysis is motivated by economic reasons for expecting the coefficients on accruals and 
cash flows to differ, it is also possible that some of the variation in coefficients is due to differences 
in the degree of timeliness across earnings components. That is, the relation between current period 
returns and earnings components will depend upon the extent to which previous period returns 
anticipate the information contained in the component. 
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and short-term accruals are forced to have the same coefficient, while the coeffi- 
cient on long-term accruals is allowed to differ. The adjusted r-squared from this 
regression is 10.67 per cent and only slightly less than the adjusted r-squared from 
the unconstrained regression (Model 4). Because the multiples on cash flows and 
short-term accruals are roughly similar, constraining their coefficients to be ident- 
ical has little effect on the explanatory power of the model. Since the multiple on 
long-term accruals is much lower than both cash flows and short-term accruals, 
constraining all three coefficients to be identical severely reduces the ability of 
long-term accruals to improve earnings as a measure of performance.’ 

Next we examine the usefulness of individual components of long-term accruals. 
The arguments developed above to explain the evolution of long-term accruals are, 
to a large part, based on depreciation. Therefore, it is of interest to consider whether 
the value relevance of long-term accruals is due at least in part to depreciation or 
to deferred tax and other components of long-term accruals. Model 6 partitions 
long-term accruals into depreciation, deferred tax and other long-term accruals. 
The results indicate that all three components of long-term accruals have a signific- 
antly positive association with returns. Further, Vuong’s z-statistic indicates that 
allowing the coefficients of these accruals to vary results in a marginal, albeit statis- 
tically significant, increase in the explanatory power of the regression specification. 


Timing Problems and the Measurement Interval 
Stock returns anticipate much of the information in earnings (see Ball and Brown, 
1968; Beaver et al., 1980; Collins and Kothari, 1989; Kothari and Sloan, 1992). 
Since this anticipated component of earnings will have no power to explain con- 
temporaneous returns, regressions of returns on earnings suffer from errors-in- 
variables problems. This reduces the explanatory power of the independent variables 
and biases their coefficients toward zero. Increasing the measurement interval can 
mitigate this problem by better matching the information contained in earnings 
with the return period that reflects this information (Easton et al., 1992). In this 
- section, we explore the relative impact of short-term and long-term accruals on the 
explanatory power of earnings as the measurement interval increases. 

Table 4 reports return-earnings regressions for Models 1-4 using measurement 
intervals of two and five years. To perform these tests, the sample described above 
is aggregated into 18,545 non-overlapping two-year observations and 6,013 non- 
overlapping five-year observations. Consistent with timing problems, the adjusted 
r-squareds for all specifications increase dramatically with the measurement interval. 
Further, as indicated by the larger incremental r-squareds, the ability of both short- 
term and long-term accruals to improve earnings as a measure of performance 


9° Note that the information conveyed by long-term accruals is likely to vary cross-sectionally as a 


function of firm characteristics, such as capital intensity. Because we constrain the regression coeffi- 
cient on LTOA to be the same across all firms our tests are likely to underestimate the incremental 
usefulness of long-term accruals. To explore this issue a little further, we examine how the coeffi- 
cient on long-term accruals varies across subsamples partitioned based on capital intensity (meas- 
ured as the book value of plant, property and equipment scaled by assets). We find that while the 
incremental explanatory power of short-term accruals declines with capital intensity, the incremental 
explanatory power of long-term accruals does not vary substantially with capital intensity. 


123 


ABACUS 


Fi š á ! 
VOLI + VOLS + OAO JO ns ət osje st Sutues *`(suongrədo ponauposstp pue stay! AgurpiJoenxə Sšumnixə 1nq “x81 19178) ərgts Jed sSururəə sr sur 


-umg ‘ares Jad senrose 3uneIado utrə1-Suo[ st WOT ‘aseys Ja 


endeo ZuryIOM qseouou ur ə8šugqo ət st VOLS ‘aleys Jed suonesedo wog qse st OJD 


`(spuəptatp Sutpniout) xəpur ayeu poyysiom-onjea ASHO IY snaru (spuepiarp Suppnjoul) surn)ə; y501s pjoy-pus-Ang ASUD [enuus əre SUMY :2J0N 


`*I9AƏ[ T0'0 ON} 18 eougogrm3rs [eonsnels 


Soprugzis w» `(6861) 8uonA Aq PƏptAoid uonoələs [opota 1oJ 389} OHI pooo oq} o1 spuodsərioəs ogsng]s-z s.SuonA `səsəq1uəIed ul are sonsneis-s 








ea POT **Q£`Ç «VTL **6/`L ƏBSD81S-z 83000 A 
PIPON LY €PPOW Y TIPON LY _ ` £ PON LY 
860 = Z Spo WY 80 = TTpoN E ESO = Trepow A PrO = Topon N 
pT'9ç SESE 00°6Z 6t`ST (%) a pv 
(çg's2) 
80'T P 
(stp) 
ETI 2 
(zo'zs) (ELS) (L¢-6) aces) 
ECT TET 760 740 q 
(zg'£z— (sç'zz—) (6T'9z— (sr 
OL'0~ 1S 0- 6L'0— 9p'0— ydeoroqut 
t IPPON £ pow Z IPPON T poy (sqo ñutddelzəAo-uou £T0°9) reəK-SAt4 
**/L9'Ç **SS *<1S'6 **8Z'01 oNsyes-z s, BUONA 
__ ÞIPON A ` £ PON Y _ ` Z PON Y _ ` £ ISPOW J 
160 = EPON I 80 = Z PON W SEO = Tipon N 620 = Topo W 
LS'8T ETLI 60°71 S6'P (%) W PY 
(L0'€€) 
180 p 
(ters) 
OTT 2 
(8T e9) (cT'20) (rss) (s0't£) 
6TT STI 160 90 q 
(09'gz—) (grIz—) (z9'rg—) (sp'IT— 
T70- ET'0- yZ0~ 80'0— Idara 
t ISPOW £ IPPON Z IPPON T IPPON (sqo Surddejieao-uow çpç'81) 1894-0M L 


(VOL D'P + (VOLS) + (O3O)'q + e = Ummy p ISPON 
(sduraieg)*q + fe = uny :ç ISPoOW 

(VOLS + Od3O)q + œ = umpA :ZIƏPONW 

(O3O)'q + '8 = uny :T ISPOW 


STVAUALINI LNENWJAAOSVAN qVHA-HAL ANV UVAA-OML YOA SNOISSHAOTA SONINAVEA-NUNLA 


p TIL 


124 


USEFULNESS OF LONG-TERM ACCRUALS 


increases with the measurement interval. The improvement in adjusted r-squared 
‘when long-term accruals is added to the performance measure (Model 2 vs. Model 3) 
increases from 1.49 per cent to 6.35 per cent as the measurement interval expands 
from one year to five years. 

The coefficients on each of the individual earnings components also increase 
with the length of the measurement interval (refer to Model 4). However, long- 
term accruals experience the largest increase, indicating that timing problems are 
most severe-for this component of earnings. The coefficient on long-term accruals 
increases by 50 per cent (from 0.72 to 1.08) when thé measurement ‘interval is 
increased from one to five years. This compares to a 20 per cent increase in the 
coefficient on both cash flows and short-term accruals. 

The results in Table 4 also address how the relative importance of cash flows, 
short-term accruals and long-term accruals change as the measurement interval 
` increases. Since short-term accruals generally reverse in less than one year, they 
- are expected to be useful primarily in mitigating short-term timing and matching 
problems in cash flows. Over longer measurement intervals, short-term accruals 
sum to zero, and cash flows are approximately the same as a performance measure 
that includes cash flows and short-term accruals. In contrast, long-term accruals 
either reverse over several years, or do not reverse at all, as in the case.of deprecia- 
tion.!% Therefore, as the measurement interval increases, short-term accruals are 
predicted to be progressively less important relative to long-term accruals in 
improving cash flows as a measure of performance. 

The results in Table 4 support this prediction. Consistent with the findings of 
Dechow (1994), the r-squared generated by cash flows relative to that of earnings 
` (Reus tows! Raming) increases from 0.23 to 0.44 as the measurement interval in- 
creases from one to five years. The 7-squared generated by cash flows relative to 
_ that of the performance measure comprised of cash flows plus short-term accruals 
(Rash sows Í R fash fowsishort-term sccruats}) also rises sharply from 0.27 to 0.53 as the interval 
is increased. Thus, while short-term accruals continue to improve cash flows as a 
performance measure as the measurement interval increases, the relative improve- 
ment decays. In contrast, the relative contribution of long-term accruals is more . 
stable across the range of measurement intervals. Notice that the r-squared ratio 
for Model 2 relative to Model 3 (Ricash nowstshort-term accruals] / R2arnings) actually decreases 
slightly from 0.85 to 0.82 as the interval increases from one to five years. Therefore, 
consistent with our predictions, the ability of long-term accruals to mitigate timing 
and matching problems in cash flows decays less rapidly than that of short-term 
accruals as the measurement interval increases. 


. The Mismeasurement of Cash Flows and Accruals 
The technique used above to estimate cash flows and accruals has been used 
extensively in the literature (e.g., Bowen et al., 1987; Dechow, 1994; Dechow et al., 


10 While the results in Table 3 indicate that depreciation expense contains information about future 
, cash flows, the cash flows that give rise to depreciation expense are investing cashflows as opposed 
to operating cash flows. 
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1998). However, this indirect method potentially generates measurement errors. 
Recall our variable definitions: 


CFO = Operating income before depreciation — interest — taxes -STOA 
STOA = AAR + Alnv + AOthCA — AAP — ATP - AOthCL 
LTOA = Earnings — CFO — STOA. 


To the extent that long-term operating accruals (apart from depreciation) are 
included in operating income before depreciation,’ our measure of CFO includes 
‘other’ LTOAs. This in turn induces measurement error in LTOA. Evidence pre- 
sented by Bahnson et al. (1996) indicates that measurement error from this and 
other sources can be substantial. In 75 per cent of their firm-year observations, 
indirectly computed cash flows differed from the value provided in the statement 
of cash flows by more than 3 per cent. In more than 15 per cent of the observa- 
tions, the difference exceeded 100 per cent. 

We explore the influence of measurement errors by examining a sample of firms 
for which CFO can be obtained directly from the statement of cash flows. Corres- 
ponding to the passage of SFAS 95, these data are available on Compustat only 
since 1988. Our sample consists of 9,653 firm-years from the period 1988-95. Cash 
flows and accruals are measured as follows”: 


CFO2 = cash flow from operations as disclosed in the cash flow statement. 
LTOA2= changes in long-term accruals as disclosed in the cash flow statement. 
STOA2 = Earnings — CFO2 — LTOA2. 


We find that the correlation between CFO and CFO2 is only 0.57. Similarly, the 
correlations between STOA and STOA2, and between LTOA and LTOA2, are 
0.54 and 0.70, respectively. Table 5 reports regression results for Models 1-4 using 
both the uncorrected (Panel A) and corrected measures (Panel B) of cash flows 
and accruals. Consistent with our previous findings, both the corrected and uncor- 
rected results support the usefulness of short-term accruals in improving earnings 
as a performance measure.” However, the uncorrected measures appear to under- 
state the usefulness of cash flows and marginally overstate the incremental useful- 
ness of short-term accruals, as indicated by Vuong’s z-statistics in the bottom row 
of Table 5 (columns 1 and 2). 


For example, changes in provisions for doubtful debts, long service leave, etc. 


Ë Note that STOA2 is not computed directly from the statement of cash flows. When all three 
earnings components are computed directly, their sum does not equal earnings. To make earnings 
consistent across the corrected and uncorrected measures, we allow STOA2 to be the residual when 
cash flows and LTOA2 are subtracted from earnings. Since the correlation between the indirect and 
direct measures of STOA2 is 0.95, we can be confident that the differences are small. To confirm 
this, we repeat all tests using the direct measure of STOA2 and deriving LTOA2 instead of com- 
puting it directly from the statement of cash flows. The results (not reported) are qualitatively 
unchanged. 


3 In contrast to the predictions and findings in discussion of aggregation bias, the coefficient on short- 
term accruals is greater than that on cash flows. However, this difference is not statistically significant. 
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When long-term accruals are added to earnings, the results in Table 5 suggest 
that the uncorrected measure understates the usefulness of these accruals. In Panel 
A (uncorrected), the performance measure that includes only cash flows and short- 
term accruals explains nearly the same amount of variation in returns that is 
explained by earnings (3.44 per cent vs. 3.59 per cent). When these measures are 
corrected, cash flows plus short-term accruals are found to explain only about 80 
per cent of the variation in returns that is explained by earnings (2.83 per cent vs. 
3.59 per cent). Using the uncorrected measures to assess the usefulness of long- 
term accruals during the period 1988-95 would lead one to conclude that these 
accruals did not improve earnings as a measure of performance. The corrected meas- 
ures suggest that long-term accruals were useful during this period. However, this 
improvement in adjusted r-squared is only statistically significant at about the 0.10 
level. Finally, the results in the last two columns of Table 5 again highlight the prob- 
lems with aggregation bias. Allowing the coefficients on cash flows and accruals to 
vary improves the explanatory power relative to earnings. For both the corrected 
and uncorrected measures, the adjusted r-squared for Model 4 is significantly greater 
than the adjusted r-squared for Model 3. Further, when the components of earn- 
ings are allowed to take on different coefficients, the addition of long-term accruals 
to a performance measure that includes only cash flows and short-term accruals 
adds significantly to the explanatory power of the specification (i.e., Model 4 signific- 
antly outperforms Model 7 for both corrected and uncorrected measures). 


CONCLUSION 


Though empirical evidence strongly supports the role of short-term accruals in 
improving cash flows as a measure of performance, there has been little support or 
consensus about long-term accruals in this capacity (e.g., Dechow, 1994). The role 
of long-term accruals is re-examined and the evidence provided sheds light on 
similarities and differences between short-term and long-term accounting accruals. 
The implications can be applied to both theoretical and empirical research. We 
conclude that long-term accruals mitigate timing and matching problems in cash 
flows in much the same way as short-term accruals although the relative contribu- 
tion of longer term accruals is less. In annual regressions of returns on earnings 
components, the explanatory power of a performance measure that includes long- 
term accruals, cash flows and short-term accruals is statistically larger than the 
explanatory power of a performance measure comprised of only cash flows and 
short-term accruals. These findings are interpreted as being consistent with a con- 
ceptual model where long-term accruals provide investors with information about 
current and future cash flows. 

However, annual regressions of returns on earnings are shown to mask much of 
the usefulness of long-term accruals. Since long-term accruals resolve timing and 
matching problems in cash flows over longer intervals, their economic and statist- 
ical properties vary from those of short-term accruals. We examine three factors 
that dampen the incremental explanatory power of long-term accruals: (a) aggrega- 

‘tion bias from aggregating cash flows, short-term accruals and long-term accruals 
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when multiples vary across earnings components; (b) timeliness of long-term 
accruals and the measurement interval; and (c) measurement error induced by 
the procedures frequently used to estimate cash flows and accruals. By allowing 
the coefficients on earnings components to vary, examining longer measurement 
windows and removing measurement error in the procedures used to measure cash 
flows and accruals, we highlight the importance of long-term accruals in improving 
earnings as a measure of performance. 
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Russell Mathews 


Russell Mathews, Emeritus Professor of Accounting and Public Finance and Dir- 
ector of the Centre for Federal Financial Relations at the Australian National 
University, passed away on 1 March 2000, aged seventy-nine years. 

Russell was a dominant figure in accounting theory, taxation theory and policy, 
and fiscal federalism for over fifty years. After graduating with first class hon- 
ours in commerce and economics from the University of Melbourne in 1949, 
he began his academic career as research assistant to Professor Sir Douglas Cop- 
land, the first vice-chancellor of the fledgling ANU. He was one of the ANU’s 
earliest staff members. In 1953 he accepted appointment as the Reader in Com- 
merce at the University of Adelaide, and was subsequently appointed to the Chair 
of Commerce in 1958. In 1965 he returned as a professor to the ANU upon the 
creation of the Department of Accounting and Public Finance in the Faculty of 
Economics. In 1972 he transferred to the newly created Centre for Research in 
Federal Financial Relations and remained there until his formal retirement in 
1986. 

Russell Mathews always combined accounting with the study of economics and 
finance. He was a stern critic of conventional historical cost accounting and a 
strong advocate of current value accounting. Together with Professor John Grant, 
he undertook the first study in Australia of the impact of inflation on corporate 
profits and finance (Inflation and Company Finance, 1958). His basic text, The 
Accounting Framework (with Ronald Ma) reflected his integrative approach to 
accounting and it was widely used in universities for many years. 

Probably Russell’s greatest achievements came with his directorship of the Cen- 
tre for Research in Federal Financial Relations. He soon built up a centre of inter- 
national repute and attracted leading academics, including Professors Hicks from 
Oxford and Musgrave from Harvard Universities, to it. In 1972 he was appointed 
to the Commonwealth Grants Commission, a position he retained until 1990. This 
appointment gave Russell deep insights into the problems of fiscal federalism. He 
was the principal author of most of the Grants Commission reports. He was also 
appointed to several other government committees of inquiry including the Aca- 
demic Salaries Tribunal (1973-4), Inflation and Taxation (1975) and Accounting in 
Higher Education (1990). 

Overall, Russell’s academic output was prodigious. He authored or co-authored 
43 books, 47 official reports, and in excess of 250 articles. He was one of the 
founding members of AA ANZ, and was its president in 1963. 

Russell also had a distinguished army record in World War II. He was seriously 
wounded in the New Guinea and Bouganville campaigns, and suffered from a per- 
manent limp as a consequence. He was Mentioned in Dispatches for his bravery. 
His wartime experiences are graphically covered in his history of the 58/59th 
Battalion, Militia Battalion at War (1961). 
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Russell will be remembered by his many friends and colleagues as a distin- 
guished scholar, a wise government adviser and a brave soldier. His contributions 
to the nation were recognized by the awards to him of a CBE in 1978 and an AO 
in 1987. Russell was in every way a fine person. It was a privilege to know him and 
to have worked with him. He will be sadly missed by many. Russell is survived by 
his wife Joan, daughter Sue and son Peter. 


Allan Barton 
Emeritus Professor of Accounting 
Australian National University 
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EDITORIAL 


The October 2000 Festschrift issue of Abacus was devoted to ‘the life’s work- of Ray. i ë im 


Chambers. It included an account of Chambers’ frustration in founding Abacus in ` 
the early 1960s. (Wells, 2000), which noted that Chambers had hoped Abacus might. . “ 
attract articles ‘exploratory, theoretical, empirical, analytical, historical, biograph- 
ical; bibliographical and so on; articles which could be longer, if necessary, than’ 
most professional journals tolerate; and articles on-legal, organizational; _finan- 
cial and other aspects of business besides accounting’ (p. 264)..In the stéreo- 
typed accounting research journal format such an aim was atypical. With fostering 
research fundamental to the journal’s foundation, not surprisingly. Chambers `` 
initially had sought to call the journal, ‘Accounting Research’. Wells (2000) - 


observed the difficulties of obtaining this name, noting how he was Obs d. on. r. $ 


severàl occasions. 

After thirty-seven years Abacus continues to receive international OPA 
for publishing papers of ‘most original content’ and, significantly, ‘best reseärch 
implications’. In 1999 and 2000 Abacus received the Anbar Golden Page Award 
for Originality for its 1997 and 1998 issues. Fittingly, on the first. anniversary: of 
Chambers’ death Abacus is the recipient of the 2001 Emerald Golden Page-Award 
for the category Best Research Implications articles in its three 1999 issues. The 
research implications award placed Abacus ahead, of fifty-three international 
accounting and finance journals. And this made it three major awards in the last 
three years. As Wells noted, Chambers’ frustrations have certainly borne fruit over 
an extended period. 

When Abacus was fancied | in 1965 there were only three other international 
academic accounting journals, The Accounting Review, the Journal of Accounting 
Research and the International Journal of Accounting and Education. Drawing on 
Chambers’ own words, Wells (2000, p. 264) noted that Chambers was ahead of his 
` time in aspiring to have published accounting research meet the standards of the 
`: scientific community: 


EDITORIAL 


The normal practice of scientific research concerns itself with details, with fitting them to 
prevailing or proposed outlines of knowledge, with testing those outlines by reference to 
the details of observable chemical, physical or biological events. It is this continual ‘to-ing 
and fro-ing’ which has been responsible for the systematic and fruitful development of 
those sciences. Very little that is in any way similar to this is done in accounting. We 
should like to see some of the results of it in Abacus. (AAUTA News Bulletin, 1969) 


Clarke et al. (2000) consider the misuse of ‘research’ in accounting, describing 
accounting researchers as participating in the ‘theatre of the absurd’. Chambers 
had for many years also been concerned about the direction and methods employed 
in accounting research at both the institutional and individual level. Consider the 
following extract from his letter dated 19 September 1967 to K. Little, chairman of 
the Accounting and Auditing Research Committee of the recently formed Accoun- 
tancy Research Foundation. It was in response to the ARF’s proposed question- 
naire to be sent to a ‘selected group of Chairmen, Managing Directors or General 
Managers, Finance Directors, Secretaries, Accountants and Auditors of public 
companies’ seeking views ‘as to what published financial statements purport to be 
and to inform the public accordingly’. 


There is a considerable amount of evidence, argument and demonstration available already 
on the matters which are the subject of the questionnaire. The argument and demonstra- 
tion may be open to question, but a goodly amount of it purports to be based on evidence 
whichis cited and is therefore open to further examination. The results of the question- 
naire will neither add to nor detract from the value of this evidence or the cogency of the 
argument; for it is concerned only with opinions, not with any matters of fact nor even 
with grounds for opinion. - 

It-is a matter of continual disappointment that inquiries in the nature of that being 
undertaken by the Foundation should start as if there were not already available a great 
deal of material in the nature of fact and argument. An examination of this material 
would, at least, have enabled a much more pointed and detailed questionnaire to be 
prepared, even if it is considered worthwhile to seek opinions in this way. But the exist- 
ence of this material almost, if not altogether, makes unnecessary the further seeking of 
opinions; for there are ways of analyzing facts and arguments for the purpose of reaching 
conclusions, whereas there are no such ways of analyzing mere opinions. It seems to be 
only a matter of ordinary economy of effort that the Foundation’s resources should be 
devoted in the first place to an analysis and appraisal of what is readily available, and 
what, generally, has been collated and examined and concluded by men who have given 
continuous and careful attention to the contents and functions of financial statements. 

It is’ presumed that the reference to consolidating and refining principles and practices 
and to the examination of unresolved problems means that the Foundation is anxious to 
advance knowledge of the subject. But it is notable that in no other field of serious inquiry 
(conceined with substantial knowledge as distinct from mere opinion) are attempts made 
‘to poll opinions for the purpose of advancing knowledge. The level of general opinion is 
always lower than the level of expert opinion and changes in it lag years, even decades, 
behind changes in expert opinion. If advances are to be made, therefore, it seems obvious 
that only advanced opinion is likely to be of interest. Generally, too, only advanced opinion 
is likely to be based on evidence and argument, for once advanced opinion becomes 
the current orthodoxy no one bothers to ask for proof or argument. I believe that the 
deficiencies of accounting have persisted largely because we have been content to take 
the general, uncritical, level of opinion as the criterion of thought and practice. 

The objective of informing ‘the public’ seems to be a curious objective of research 
work. If research is directed towards advancing knowledge in a technical field, the people 


ii 


EDITORIAL 


to be informed of its results are surely the technically skilled. The public at large knows 
little-or nothing about the technical problems of experts. On the other-hand, if the financial 
statements are intended to be of use in any way to the investing public, it seems to be 
proper to ask members of the public, not the selected group being asked to respond, what 
kinds of information they think they are getting and what kinds they want to ‘have. I am 
of the opinion that the public generally believes that most of the time (that is, except 
where disasters occur) they are getting contemporary information; and, that, if they are 
not getting it, that is what they want. But whatever my views of the matter, there can be 
no argument about the propriety of starting from the user, rather than from the maker 
and publisher, if what is useful is to be discovered. 

I bave written at length out of concern for the fruitfulness of the work of the Founda- - 
‘tion. It seems to me regrettable that so much so-called research consists in asking the 

` same kinds of question as have been repeatedly asked, without the preparatory close 
investigation of what has already been done and of what already provides the answers. It 
seems regrettable too, that so little attention has been paid to the methods of researchers 
in other fields, when the fruitfulness of those methods is demonstrated in advances in 
technology on every hand. I have hoped that the Foundation might have made a break 
with the idea of demanding or seeking general acceptance before the foundation of the 
-art-and its practice had been rigorously examined; for it was such an idea foisted on the 
American profession thirty years ago which ossified thinking and produced. the present 
state of confusion and uneasiness. The advancement of accounting is, I believe, only 
possible if we will. learn to follow research methods which have succeeded and reject 
those that have failed. 

Any kind of research which begins with the belief that its results will confirm ‘the 
propriety of widely held views does not deserve the name. Research involves rethinking 
and re-examination of existing views; it is fruitful to the extent that it provides a better 
understanding of things as théy are and as they could or-should be. If things as they are 
can be shown to be inadequate and an alternative can be shown to be more. adequate, a 
professional spirit of idealism should lead to the promotion of the better. This promotion, 
I believe, is the function of professional associations, not of their research organizations; 
at least this is what occurs in other fields. I would suppose, and I would hope, that the 
professional associations would be as receptive to the products of rethinking as they have 
been willing to support the.Foundation; if they are can the efforts of the Foundation, 
insofar as it engages in research, be fruitful.’ 


n Chambers retained this view of what constitutes research for the rest of his life. 
In ‘Common Sense, ut echnology and Science’ (2000), he wrote: - 


, Almost all of what passes for ‘knowledge has come under the contrary influence of these 
two processes—observation and imagination. In fields that have a long investigative or 
research tradition, imaginative-ideas, hypotheses, theories, are promptly and continuously 
put under the test of observation. But that does not altogether close those fields against 
what Bacon called ‘figments of the wit’. In the natural and the physical sciences there 
. arise, now and then new ideas and new discoveries that make their antecedents obsolete . 
To observe, to reason and to report with care is nothing more than common sense 
applied to common experience. The work of science, said Max Planck, ‘consists in the 
task of introducing order and regularity into the wealth of heterogeneous experiences 
conveyed by the various fields of the sense world .. . this task proves to be fully consistent 
, with the task which we are habitually performing ir in our lives since our earliest infancy, in 
-order to find our way and place in our environment... Scientific reasoning does not differ 


' . This extract is taken from a letter forming part of the Chambers Collection of correspondence 
currently being archived at the University of Sydney. 
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from ordinary everyday thinking in kind, but merely in degree of refinement and accuracy’ 
(1950, 88). Or, as a philosopher has it: ‘Science ... is the attentive consideration of com- 
mon experience; it is common knowledge extended and refined. Its validity is of the same 
order as that of ordinary perception, memory and understanding’ (Santayana, 1962, 29)... 

Clearly then, there is little or no merit in the view that scientific inquiry may or can 
dissociate itself from practical matters. But is it not perhaps the case that scientific work is 
an entirely different kind of pursuit than art or technology? Even that seems questionable 
from the dicta of scientists themselves. Campbell, a physicist, averred that ‘nothing could 
be more absurd than the attempt to distinguish between science and art... For science, 
like art, seeks to attain aesthetic satisfaction through the perceptions of the senses; and 
science, like art, is limited by the impositions of the material world on which it works’ 
(1919/1957, 227). A medical scientist has advanced equally pointed observations: ‘By some 
the scientist is regarded as a man who, working by well tried rules of logic and experiment, 
has made himself independent of artistry and intuition. This is entirely false. The really 
great scientist is always a great artist . . . By some the artist is regarded as a man who owes 
little or nothing to working hypotheses or experimental tests. This is an even more 
dangerous fallacy’ (Topley, 1940, 37)... 

Mention of the ‘unknown’ serves as a reminder of the temporal limits to rigorous 
knowledge. Eminent scientists who, by reason of long and careful thought and inquiry, 
are aware of how much remains unknown to them, are quite humble about their knowl- 
edge. Said Newton: ‘I don’t know what I may seem to the world, but as to myself I seem 
to have been only like a boy playing on the sea shore, and diverting myself in now and 
then finding a smoother pebble or a prettier shell than ordinary, whilst the great ocean of 
truth lay all undiscovered before me’ (1727/1964, 60). The more arrogant, more preten- 
tious, more ignorant might rush in where Newton feared to tread. But the humility of the 
eminent and the arrogance of the ignorant both serve as reminders of the purely provi- 
sional human and fallible nature of what we take as reliable knowledge. (pp. 329, 330, 
331) 


This view of research has underpinned editorial policy at Abacus since it was 
founded Thus, it is fitting that Anbar have perceived Abacus as providing an outlet 
for articles with the ‘Best Research Implications’ published in its three 1999 issues. 
Congratulations to Chambers for leading the journal along this continuing, successful 
research path. 


Graeme Dean 
University of Sydney 
February 2001 
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Institutional Pressures, Monopolistic 
Conditions and the Implementation of 
Early Cost Management Practices: 
The Case of the Royal Tobacco Factory 
of Seville (1820-1887) 


In spite of our increasing understanding of the underpinnings of early 
-cost management systems, little is still known about the reasons for the 
implementation of such systems in firms operating under monopolistic 
conditions. This article studies the enforcement by law of cost and budg- 
eting systems in the Royal Tobacco Factory of Seville (Spain), a 
manufactory of the state-owned monopoly. By doing this, we seek both to 
enhance understanding of the state’s motivation to enact institutional 
pressures aiming at the implementation of early cost management prac- 
tices as well as to study different organizational responses to simultane- 
. ous pressures arising from a single institutional source. It is suggested that 
the state’s motivation to legally enforce the implementation of early cost 
and budgeting systems may be attributed to (a) the seeking of legitimacy 
by the state regulatory body, (b? the active agency of senior employees of 
the state regulatory body to keəp their jobs and compensation packages 
on the eve of the privatization of the industry, and (c) the interest of the 
regulatory agency to instil the basis of mimetic isomorphism within the 
monopoly. Different responses 5y the RTF to pressures for reporting cost 
and budgeting information were explained by (a) the expected diffusion 
of firm’s non-conformity within the institutional area, (b) the expected 
impact of institutional rules and norms on organizational goals, and (c) 
the extent to which the institutional source is consistent in its demands. 


Key words: Cost accounting; Institutional; Management accounting; 
Management budgeting; Monodoly; Tobacco; Theory. 
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Much valuable knowledge has been gleaned about the reasons that motivated the 
design and implementation of early cost accounting systems. Contributions of the 
three camps addressing the emergence of cost accounting practices in organiza- 
tions provide many perceptive insights into the underpinnings of such.early practices 
(e.g., Loft, 1995; Fleischman et al., 1996). First, accounting historians of the neoclas- 
sical economics school contend that increasing competition during the Industrial 
Revolution slashed profit margins of companies, and this in turn galvanized a 
greater concern of managers about cost issues. The implementation of cost systems, 
it was argued, would improve firms’ efficiency and strengthen their competitive 
position (e.g., Johnson and Kaplan, 1987; Edwards and Newell, 1991; Fleischman and 
Parker, 1991; Fleischman et al., 1997). Second, contributors drawing on Foucault’s 
ideas contend that early cost accounting systems constituted a signal of the late 
eighteenth-century cultural shift towards the examination and scrutiny of human 
performance. Instead of supporting the search for efficiency that constituted the 
central argument of ‘traditionalists’, Foucauldian accounting historians mainly con- 
tend that disciplinary and political motives lie at the heart of the implementation 
of early cost accounting systems (e.g., Hoskin and Macve, 1986, 1988). Lastly, the 
labour-process school challenges the efficiency argument by noting that the deploy- 
ment of management accounting techniques (e.g., budgets) were targeted at increas- 
ing the efforts of workers without increasing their wages accordingly (e.g., Hopper 
and Armstrong, 1991). The labour-process school argues that such techniques played 
a significant role in the process to de-skill the labour process that occurred during 
late nineteenth and early twentieth centuries in Anglo-Saxon countries. 

Studies conducted using these three perspectives on the emergence of cost 
management systems, however, have in common an overwhelming reliance on 
evidence gathered from firms operating in competitive environments, such as those 
that characterized many Anglo-Saxon industries (e.g., Edwards et al., 1995, p. 2; 
Fleischman and Tyson, 1998). Therefore, conclusions drawn from such studies are 
considerably influenced by the conditions of stiff market competition that forged 
some Anglo-Saxon industries (e.g., the textile and iron sectors: see Edwards and 
Boyns, 1992; Fleischman et al., 1997; Tyson, 1998). Though research on the role. of 
governmental agency in the emergence of cost systems has produced many percep- 
tive insights (e.g., Ezzamel et al., 1990; Tyson, 1993), much is still to be learned 
about the emergence of cost management practices under monopoly or strict mar- 
ket regulation (e.g., such as those that characterized the economies of both Spain 
and its.overseas colonies). In short, as Scott (1995, p. 146) asserts, ‘It is difficult, if 
not impossible, to discern the effects of institutions on social structures and behaviors 
if all our cases are embedded in the same or very similar contexts’. 

This article attempts to fill this gap by examining the design and implementation 
of budgeting and costing systems in one of the manufactories which composed the 
state-owned tobacco monopoly in Spain, the Royal Tobacco Factory of Seville 
(RTF), during the period 1820-87. This period encompasses the operation of the 


1 Archival evidence was gathered from three separate primary sources. The Archive of the Tobacco 
Company (Archivo de Histórico de la Fábrica de Tabacos de Sevilla, AHFTS) constitutes a compre- 
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tobacco industry as a state-owned monopoly supervised by the Dirėċciónń General 
de las Rentas Estancadas (Steering Agency for State Monopolies, the Steering 
Agency), as management of the industry was privatized in 1887. As noted below, 
the observation period witnessed significant political, economic and social turbu- 
lence that, we argue, exerted a prominent impact on both the structure of the 
tobacco industry and on its accounting systems. The embracing objectives of this 
paper are twofold. First, to examine the motivation of the Steering Agency to 
enforce tobacco factories to produce budgeting and costing information. Second, 
to investigate the diverse responses of the RTF to such compelling demands. These 
responses ranged from compliance (e.g., budgeting information require) to 
dismissal (e.g., cost data demands) of environmental pressures. 

This is the third article exploiting archival work based on the records of the RTF 
(ie.; Carmona et al., 1997, 1998). The present investigation differs from the two 
previous articles in several respects. First, this work studies the enforcement by the 
state of early -cost management practices in industrial factories, whereas the cost 
accounting system investigated by Carmona et al. (1997) was the outcome of an 
in-house initiative, led by ‘a junior accountant of the RTF. Second, ‘continuous 
political turmoil and bankruptcies of the state’s finances characterized the period 
of our investigation (1820-87), and this contrasts: with the political stability and 
the Enlightenment ideology of the 1770s RTF which was the relevant period for 
the earlier studies. Lastly, whereas in the 1770s the RTF was the sole producer of 
tobacco in Spain, by the end of our period of study it was only one of ten state- 
owned factories that formed the tobacco monopoly. The organizational context of 
the 1770s, we contend, differed significantly from that of the current investigation, 
and this in turn provides an additional motivation for this study. As Hopwood, 
(1983), argued, organizational environments exert a lasting infiuence on the han 
acteristics and functioning of accounting systems. 

Contributions of both institutional theory and resource dependence hat 
have examined organizational responses to environmental presstres (e.g., Meyer 
and Rowan, 1977; Pfeffer and Salancik, 1978). Early versions of institutional theory 

` suggested conformity to rules and norms as the usual organizational response to 
institutional demands (e.g., Selznick 1948, 1949, 1957; Berger and Luckmann, 1967). 
Organizations conforming to institutional pressures, it was argued, avoid claims of 
irrational or negligent behaviour, invest themselves with legitimacy and enhance 
their life prospects. Nevertheless, the lack of attention by ‘old’ institutional the- 
orists towards ‘organizational resporises different from conformity has attracted 


hensive source to understand internal developments at the RTF as well as to study the relationship 

` between the focal organization and the Steering Agency. The National Archive (Archivo Histórico 
Nacional, AHN) is a valuable source to both address the role.of the Steering Agency in the manage- 
ment of the tobacco monopoly and to double-check correspondence between the Steering Agency 
and the focal organization. Lastly, the Bank of Spain hosts two archives of interest: the Archive of 
the Bank of Spain (Archivo Histórico del Banco de Espafia, AHBE) and the Special Archive of 
Registries of the Bank of Spain (Archivo Especial de Registros del Banco de España, AERBE), 
which are instrumental to investigate the privatization of the tobacco monopoly. The three sources 

` are both well preserved and indexed, and provide free access to interested reséarchers. The first 
archive is located in Seville, whereas the remaining sources are situated in Madrid. 
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severe Criticisms from ‘new’ institutionalists (e.g., Meyer and Rowan, 1977; Covaleski 
and Dirsmith, 1988a, 1988b; DiMaggio, 1988).. Drawing on contributions from 
institutional sociology and resource dependence theory, Oliver (1991) provided a 
consistent alternative to the determinism of ‘old’ institutionalism. In a seminal 
theoretical work, she analysed a variety of strategic organizational responses to 
institutional pressures and showed that such responses range from conformity 
to challenge and manipulation of rules and norms. Insofar as we address the 
responses of organizations to institutional pressures to implement budgeting and 
costing systems, contributions of the new institutional sociology are of consider- 
able interest to this article. 

This article may be of interest for several reasons. First, primary archival evid- 
ence is provided on the implementation of costing and budgeting systems in the 
nineteenth-century Spanish tobacco industry. In contrast to studies addressing 
private-sector initiatives to deploy uniform costing systems in some U.K. industries 
(e.g., printing industry: Mitchell and Walker, 1997; Edwards et al., 2000), our work 
attempts to highlight the role of the state in the legal enforcement of cost man- 
agement systems in firms. By doing this, we expect to contribute to the sparse 
literature that studies the role of such cost systems in the interface between busi- 
ness and the state (e.g., Hoskin and Macve, 1986; 1987; Ezzamel et al., 1990; Tyson, 
1993) as well as to the growing number of studies that examine the emergence of 
cost management systems in non-Anglo-Saxon settings (e.g., France: Bhimani, 1994; 
Nikitin, 1996; Boyns et al., 1997; Spain: Carmona et al., 1997). 

Second, accounting history research is required to render visible the contextual 
factors of the events under investigation (e.g., Previts and Bricker, 1994). Institu- 
tional sociology constitutes a framework that may inform accounting history 
research’s need to address firms’ environments (e.g., Covaleski and Dirsmith, 1995). 
Institutional sociology is depicted as an important stream of research in organiza- 
tion theory’ as well as an influential research framework in management account- 
ing research (e.g., Covaleski et al., 1996). In spite of this, institutional sociology 
remains a largely neglected framework in accounting history research (Luft, 1997; 
see Covaleski and Dirsmith, 1995; Carmona et al., 1998 for two significant excep- 
tions). Using this framework will enhance current understanding about the motives 
of external factors (e.g., the state) to exert institutional pressures on organizations 
(e.g., Zucker, 1987). 

Third, we shall draw on recent contributions of institutional theory to examine 
how the observed organization enacted different reactions to pressures from a 
single source to produce both budgeting and costing figures. That is, whereas the 
RTF complied with budgeting information requirements, it largely dismissed legal 
pressures to report cost data. Different responses of the RTF to pressures for 
information were especially remarkable as both demands were simultaneously made 
by the same institutional source. By drawing on institutional theory, we expect to 
contribute to the sparse but increasingly growing literature that addresses the role 


2 Administrative Science Quarterly placed Scott’s (1987) theoretical review of institutional theory as its 
lead article in the 1980s. As Hall (1991, p. 289) contends, ‘these placements are hardly accidental’. 
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of self-interest and active agency as motives for non-compliance with environmental 
pressures (e.g., Mezias, 1990; Oliver, 1991). It is suggested that the state’s motivation 
to legally enforce the implementation of early cost and budgeting systems may be 
attributed to (a) the seeking of legitimacy by the state regulatory body, (b) the 
active agency of senior employees of the state regulatory body to keep their jobs 
and compensation packages on the eve of the privatization of the industry, and (c) 
the interest of the regulatory agency to instil the basis of mimetic isomorphism 
within the monopoly. Different responses of the RTF to pressures for reporting 
cost and budgeting information were explained by (a) the expected diffusion of 
firm’s non-conformity within the institutional area, (b) the expected impact of 
institutional rules and norms on organizational goals, and (c) the extent to which 
the institutional source is consistent in its demands. The analysis thus.reveals that 
institutional sociology provides perceptive insights into organizational responses to 
institutional demands but also identifies some limitations of the theory in explaining 
how organizations react to simultaneous pressures from a single source. 

Lastly, as noted above, research on early cost accounting practices is overwhelmed 
by evidence gathered from companies operating in eighteenth- and nineteenth- 
century Anglo-Saxon contexts. Drawing on Spanish-based evidence enhances 
understanding of nineteenth-century accounting practices in Spain. As Hernández- 
Esteve (1995, p. 257) aptly reports, investigation of such accounting practices has 
been widely neglected by accounting historians. 


THE FRAMEWORK OF INSTITUTIONAL SOCIOLOGY 


Institutional sociologists conceive of institutions as consisting of ‘cognitive, norm- 
ative, and regulative structures and activities that provide stability and meaning 
to social behavior’ (Scott, 1995, p. 33). A basic tenet of institutional sociology is 
that institutions exert strong pressures on organizations to infuse their decisions 
with an appearance of rationality (e.g., Meyer and Rowan, 1977). Institutional 
pressures on companies concern conformity to social norms of acceptable behaviour 
as well as demands to accomplish satisfactory levels of performance (Covaleski 
et al, 1996, p. 11). The implementation of cost accounting systems by firms, it is 
argued, exemplifies the notion of institutional pressures in the accounting terrain 
(e.g., Meyer, 1986). Firms complying with such pressures avoid claims of negligible 
behaviour and thus convey the belief that they are in control of resources. Organiz- 
ations operating in similar environments are expected to experience comparable 
demands and tend to look like each other or, as new institutionalists put it, become 
isomorphic (DiMaggio and Powell, 1983). DiMaggio and Powell distinguish three 
types of institutional isomorphism. First, coercive isomorphism refers to pressures 
exerted on firms by organizations on which they are dependent. Coercive isomorph- 
ism is illustrated by the influence of the state on an organization, especially through 
the enactment of legislation that impinges on organizational actions: In nineteenth- 
century Spain, tobacco factories were legally enforced to implement budgeting and 
cost accounting systems and, by bringing this about, the state attempted to instil 
isomorphism in the tobacco monopoly. Second, mimetic isomorphism concerns the 


143 


ABACUS 


imitation of practices implemented by successful organizations. It is argued that 
organizations mimic others when either their goals are ambiguous or when there 
exist high levels of environmental uncertainty (Sevén, 1996). As will be shown, the 
Steering Agency scrutinized the cost reports of.tobacco factories to assess their 
performance and disseminate successful managerial practices among manufactories. 
Lastly; normative isomorphism is a consequence of pressures exerted by the pro- 
fessions to normalize organizational actions, as shown by the influence of profes- 
sions on the education of potential entrants as well as by their role in the certification 
process of firms (e.g., quality assurance). Moreover, the consultancy profession 
contemporarily exerts pressures on firms to adopt ‘innovative’ management and 
accounting practices (e.g., total quality management, activity-based costing) and, 
by doing this, acts as ‘change agents’ of organizations (e.g., Carnegie and Parker, 
1996). 

Institutions, however, are not monolithic and do not always elicit compliance 
and agreement from organizations (e.g., Covaleski and Dirsmith, 1988a; Oliver, 
1991; Mezias and Scarseletta, 1994). Organizational responses to external demands 
depend on the tangible and intangible resources supplied to the firm by constitu- 
ents (e.g., financial resources: investors, banking system; reputation: the public 
opinion at large). It is contended that the Steering Agency typified a powerful 
constituent of the RTF as long as it was both the regulatory body of the factory 
and its supplier of financial resources. - 

In her typology, Oliver (1991) suggests organizations show a variety of strategic 
responses to institutional demands. She identifies five strategic responses: acquies- 
cence, compromise, avoidance, defiance and manipulation. These in turn embrace 
fifteen possible tactics. First, acquiescence refers to conformity to institutional pres- 
sures. Organizations sharing values and intentions with external constituents and/ 
or being strongly dependent on them are expected to conform to societal demands. 
Second, organizations facing multiple, contradictory pressures from their institutional 
environment may attempt to compromise by balancing, pacifying, or bargaining 
with their external constituents. Third, avoidance embraces organizational beha- 
viour aimed at deterring the necessity to conform. Fourth, defiance involves a strong 
resistance to institutional pressures that may imply dismissal, challenge, and attack. 
Finally, manipulation is defined as ‘the purposeful and opportunistic attempt to 
co-opt, influence, or control institutional pressures and evaluations’ (Oliver, 1991, 
p. 157). The last four strategic behaviours are predicted in cases of multiple pressures 
from the wider socio-economic environment. In contrast, resource dependence, 
shared values, and pressures entrenched in a legal framework by external parties 
are constitutive factors of expected conformity. Conformity of firms to institutional 
demands, however, is not always guided by the intention of managers to instil 
rationality in their organizations (e.g., cost efficiency programs). Instead, it is not 
uncommon that firms comply with such demands to convey the imagery of efficiency 
and rationality to external constituents rather than actually deploying such programs 
(e.g., Abernethy and Chua, 1996). This contrast between actual and apparent 
behaviour is referred to as ‘decoupling’ by institutional theorists (e.g., Meyer and 
Rowan, 1977). š 
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Studies in management accounting reseatch have examined the responses of 
firms to institutional pressures aimed at implementing cost management systems 
(e.g., Granlund and Lukka, 1998). Management accounting systems are depicted as 
artefacts that invest firms with the symbolic benefits of economic accountability 
and rationalization (Covaleski et al:, 1996; Meyer, 1986), that is, legitimization and 
access to resources. Investigation of the legitimacy potential of such systems thus 
constitutes a significant line of inquiry in management accounting research. Covaleski 
and Dirsmith (1988a, 1988b) examined the extent to which the budgeting process 
of a large American university facing periods of rise, transformation, and fall 
reflected societal expectations of budgetary practices. They provided compelling 
support for the notion that the university rejected the institutionalized budgeting 
procedure when the goals enshrined in such procedure were inconsistent with 
those of the university. Such conclusions, in turn, concur with those of Etherington 
and Richardson (1994) who investigated the impact of institutional pressures on 
university accounting education in Canada and found that universities certainly 
respond to such pressures strategically. In’ particular, their results showed that 
conformity is correlated to faculty aspirations, or when pressures originate from 
agents who control resources needed by the university. Covaleski and Dirsmith 
(1995) examined the institutionalization of accounting practices in Wisconsin at 
the turn of the century under the progressive rule of Governor La Follette. They 
found that the institutionalization of such practices constitutes a reflection of the 
relative power of organized interest groups. Lastly, Abernethy and Chua (1996) 
examined control mechanisms of organizations operating in highly institutionalized 
environments and highly dependent on resources supplied by governmental agencies. 
These organizations reacted to institutional pressures by providing a low profile 
response to such demands. As Abernethy and Chua (1996) demonstrated, organiza- 
tional responses to demands from constituents were aimed at exerting the mini- 
mum estimated effort to convey the belief that the firm isin control of resources. 
They concluded that changes in control mechanisms of a firm are contingent on 
both the intensity of institutional demands and the accumulated experience of the 
organization that receivés such pressures. 

Accounting studies using the framework of institutional sociology thus depart 
from the traditions of the three above-mentioned paradigms in accounting history 
research (e.g., the neoclassical economics school, the Foucauldian approach, and the 
labour-process school). Institutional sociology perceives the social world as subject- 
ive and attempts to understand it from the perspective of those being studied 
(Hopper and Powell, 1985, p. 446). Accordingly, accounting is perceived as a legit- 
imating device rather than as a craft that instils rationality in organizations (e.g., 
Covaleski et al., 1996). Institutional sociology, in short, differs from the assump- 
tions of social order and causal, economic relationships that characterize studies of 
the neoclassical economics school. Moreover, though studies drawing on the institu- 
tional sociology perceive accounting systems as drivers of organizational change, 
such emphasis does not encompass the wider social and political spheres that 
characterize the Foucauldian and labour-process perspectives. Under the tradition 
of institutional sociology, the purposive objectivity of accounting calculations targets 
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the external legitimation of managerial decisions rather than the deployment of 
regimes of discipline and surveillance that characterize the Foucauldian approach 
or the de-skilling of workforce that typifies the labour-process school. 


THE CONTEXTS OF THE TOBACCO INDUSTRY 


The Privatisation of the Monopoly 

The tobacco monopoly in Spain contributed to 12.5 per cent of the state’s total 
income during the period 1820-87 (e.g., Lépez-Linaje and Herndndez-Andreu, 
1990). As a consequence of its economic importance, the tobacco monopoly was 
considerably affected by an intellectual and political debate-on the privatization 
of state monopolies that comprised the entire observation period, and which in 
turn brought about various attempts at privatization. Since such attempts exerted 
a lasting influence on the cost and budgeting practices of factories, the purpose 
of this section is to embed the institutional analysis of management accounting 
practices into its context of environmental beliefs (e.g., DiMaggio and Powell, 
1983). 

Political parties, intellectuals and the public at large were engaged in a lengthy 
debate about the privatization of state-owned monopolies during nineteenth 
century. The privatization camp was led by liberal politicians. Privatization, they 
contended, would both profit the public sector and diminish smuggling (Maureta, 
1975). Piernas-Hurtado and Miranda-Egufa (1875) summarized the arguments of 
this camp concerning the tobacco monopoly: ‘monopoly, as the [organizational] 
form in which tobacco taxes are being articulated, constitutes a serious constraint 
towards free labour and trade, [monopoly] harms production [efficiency] and 
posits arbitrary patterns into the rationalization of consumption’. 

The conservative camp, in contrast, emphasized tax reasons for the existence of 
monopoly of tobacco. The collapse of public finance, in Garcfa de Torres’ opinion, 
largely justified the operation of the monopoly: ‘the situation of the country, as 
shown by the collapse of public finance and the state’s inability to honor its debts, 
posits serious risk on any measure attempting to change the pattern of state income, 
either in the short or long-term [the financial situation of the country] could probably 
worsen if such changes are put in place’ (Garcfa de Torres, 1875, p. 40). 

The 1812 Constitution was re-enacted upon the liberal revolution of 1820 and a 
number of liberal reforms thus affected the tobacco monopoly. The decree of 
9 November 1820 established the privatization of the tobacco monopoly as of 
March 1821. The announcement, however, brought about a significant increase in 
tobacco smuggling’ and a corresponding reduction in the state’s income. This led 
to the refusal of the liberals to continue with the implementation of the process. 
The return of the absolutists into office motivated the decree of 16 February 1824, 
which removed the legislation in favour of privatization. 


3 To maintain the state’s level of income, early attempts to privatize the tobacco monopoly were 
accompanied by substantial increases in tobacco taxes, and this in turn provided strong incentives for 
tobacco smuggling. 


146 


INSTITUTIONAL THEORY, RTF, COST MANAGEMENT 


Spanish public-sector accounting was characterized by its lack of efficient mon- 
itoring devices. Accordingly, accountability of peripheral units to the Ministry of 
Finance was regularly behind schedule. Mr Lépez-Ballesteros, Finance Minister, 
enacted a decree on 14 November 1825 to reform public sector accounting, especi- 
ally aimed at ‘[producing] yearly and monthly anticipated knowledge of state income 
and wealth. In this manner, the state will be able to honour its debts as well as to 
proceed with expense reductions, [because] expenses must be adjusted to the wealth 
of people’. The reform, however, failed to achieve its goals because of the absence 
of control mechanisms to enforce routines and procedures and also because of 
harsh resistance from civil servants. Toreno (1834, p. 22) summarized the situation 
of public finance: ‘the total cost of both the public sector overall and that of its 
agencies is unknown. Moreover, it is not possible to distinguish between this year’s 
payments and those made in the previous years.’ The centralization of the public 
budgeting system was thus regarded as a fundamental action for its rationalization 
and control. 

The Royal Statute of 1834 established that the state’s budget was subject to 
parliamentary control; article 36 stated that ‘[the Finance Minister] is annually 
obliged to submit [to the Parliament] for consideration a proposal of expenditures 
and its corresponding sources of income’. This new procedure of accountability of 
the executive, as we demonstrate below, affected considerably the acconnung 
systems of the tobacco monopoly. 

The first decade of Queen Isabel IT's reign (1844-54) coincided with a period of 
stability that fostered enduring reforms (e.g., the Mon-Santillan tax reform [1845] 
and the Bravo-Murillo public sector reform [1850]). The first government of Queen 
Isabel HI established the lease. of the entire tobacco monopoly (e.g., purchasing, 
manufacturing and distribution) to the Marqués de Salamanca, by Royal Decree 
of 20 February 1844.-This decision was explicitly motivated by (a) financial con- 
straints of the Spanish public sector, and (b) a belief of the government that private 
sector management would produce higher levels of manufacturing performance: 
‘it will be impossible to, report better results if the government directly manages 
the factories’ (RD, 20 February 1844). It was argued that the ‘cold attitude of civil 
servants will be replaced by the vigilance and close monitoring of those who have 
their wealth at stake’. The contract established a ten-year term lease and a yearly 
rent of Reales 75 million; to be paid by the Marqués de Salamanca. The state, 
however, cancelled the lease one and a half months later, in May 1844, upon the 
appointment of Alejandro Mon as Finance Minister. Mon demonstrated that the 
clauses of the lease contract caused considerable losses to the state. 

As noted above, in 1850 Bravo-Murillo enacted an enduring reform of the 
Spanish public sector. The Accounting Act of 20 February 1850 constituted a crucial 
element of that reform. The Act comprised a number of distinctive characteristics: 
(a) The public sector annual budget shall have a one-year term, which in turn 
implied that the executive and its agencies were no longer allowed to transfer 
funds between annual budget items; (b) state agencies will draft an annual budget 
proposal to be consolidated by the Ministry of Finance into the state’s annual 
budget; (c) once the state annual budget is approved by the parliament, the executive 
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will subsequently split it into monthly operating budgets; and (d) cash funds will be 
transferred to the state’s agencies on a monthly basis upon provisions made in the 
consolidated operating budget of the state. : 

A period of political instability that was characterized by economic depression 
and public sector bankruptcy provided social support for a military coup that led to 
the Queen’s abdication in 1868 and to one of the most unstable episodes in Spain’s 
history (e.g., Comellas, 1996). A federal republic privatized the monopolies of salt 
and tobacco in June 1869. However, a sudden increase in smuggling as well as the 
political instability of the country reversed the privatization decision in early 1871. 
Finally in 1887, the tobacco monopoly ceased to be administered by the state, and 
was leased to the Bank of Spain. 


The Industry and the Focal Organization : 
The tobacco monopoly comprised three central activities: (a) the imports of raw 
materials and finished goods to Spain from its overseas colonies, (b) the manufac- 
ture of tobacco in the Steering Agency’s Spain-based factories, and (c) the distri- 
bution to Spanish provinces (Alonso Risser 1996). The Steering Agency directly 
managed the import and distribution stages, and closely supervised tobacco manu- 
facturing in the manufactories of the state-owned monopoly. Tobacco factories did 
not sell output to consumers, and thus did not receive any cash from the market. 
Instead, factories transferred output either to the distribution stage of the Steering 
Agency (estancos) or to other factories. Thus, from an accounting viewpoint 
tobacco factories constituted cost centres of the Steering Agency. To accomplish 
production schedules, they received funding and raw materials from the agency. 

An overall depiction of the nineteenth-century tobacco industry shows it as an 
expanding market. This conclusion is supported by some important indicators. For 
example, imports of raw materials from Spain’s overseas colonies grew. from an 
annual average of 715 tons during the last fifteen years of King Carlos Is reign 
(1773-88), to 10,000 tons in 1840 (e.g., Lépez-Linaje and Herndndez-Andreu, 1990). 
Accordingly, the number of shop floor employees increased from 2,000 in 1780 to 
32,000 in 1887. Moreover, demand for cigars stagnated on account of high prices, 
and this provoked the proliferation of new, more affordable products (e.g., cigar- 
ettes). Management of the tobacco monopoly became increasingly complex as a 
` consequence of business growth (e.g., factories, products, variety of raw materials). 
The Steering Agency faced serious logistical problems to supply raw materials and 
work in process to its production facilities, especially during-the civil wars. Tobacco 
factories became increasingly intertwined and finished goods of one factory consti- 
tuted work in-process for other facilities. Moreover, demands from-the expanding 
tobacco market caused the Steering Agency to ask its factories to increase output. 
To meet such targets, factories frequently shortened manufacturing lead time by 
delivering production without keeping the standard for drying tobacco. This in 
turn attracted continuous consumers’ complaints of the high humidity of tobacco 
leaves. ‘ 

The RTF was the largest, main manufactory of those that comprised the state- 
owned tobacco monopoly. Changes in the external environment of the factory 
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considerably affected its internal organization. First, the number of ‘factories’ inside 
the RTF increased from two at the beginning of the century to six in 1882. Second, 
changes in the mix of products, from snuff to smoked tobacco, brought about 
notable increases in the volume of workforce (e.g., from, 1,560 employees-by the 
end of the eighteenth century to 6,500-7,000 in 1887; see Gálvez Muñoz; 1997). 
Whereas snuff .production processes were mechanized, production of smoked 
tobacco was handcrafted. - 

Third, there was a wider range of incoming raw materials into the pedio 
process of the RTF. Our observation period witnessed a significant loss of Spain’s 
overseas empire. The Steering Agency thus looked for alternative sources of raw 
materials, which in turn introduced considerable complexity into operations 
management. 

Lastly, in 1860 steam machines were introduced into the production of cut tobacco. 
The latter constituted either work in process for the cigarette factory or was sold 
to consumers. Implementation of this technology, however, was not extended to 
the entire factory but coexisted with handcrafted workshops, and this posed con- 
siderable problems to the management of the RTF (e.g., operations scheduling), 
because of the different production lead-time between mechanical and hand-crafted 
workshops. 


BUDGETING AND THE RTF 


The. Royal Statute of 1834 and the public sector reform of 1850 established the 
foundations of the budget cycle of state agencies. This section draws on these 
documents as well as on the actual budgets of the RTF to show the specifics of the 
Steering Agency’s demands for tobacco factories to prepare budgets as well as the 
extent to which the focal organization reported on budget attainments. 

- As noted above, in an attempt to prevent the state’s bankruptcy, the preparation 
of public sector budgets in nineteenth-century Spain was highly centralized. The 
Spanish parliament had to approve the state’s annual budget. This comprised the 
foundations for the expense budgets of both the Steering Agency and its tobacco 
factories. The budget procedure encompassed a fixed monthly allocation of funds 
to factories. Such procedure, however, confronted a steady shortage of funding 
supply from the Steering Agency to the tobacco factories as consequence of the 
expanding market. Moreover, the financial situation of the monopoly worsened, as 
the Ministry of Finance. was unable to provide the factories with regular transfers 
of cash. Thus, for example, the general manager of the RTF issued a memorandum 
to the director of the Steering Agency, on 14 Feta; 1838 (AHFTS, Legajo 
281), which stated: 


.in a letter of 7* February, I submitted to you an account of funds Raitered to-the Cash 
Office (of the RTF) during last year as well as a detailed statement of the uses of such 
funds. [In this letter] I attempt to demonstrate the insufficient funding of this factory, 
especially by considering that increases in production volume are accompanied by the 
stagnation of funding [from the Steering Agency]... You may check the increasing 
production of cigars, by comparing present figures with those of 1835 and 1836. 
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Moreover... the market value of this factory’s production is Reales 30,176,260. Is it 
possible to look at the tremendous wealth produced by this endless mine in an indifferent 
manner? Isn’t it sensible, in contrast, to make an additional effort to preserve it so that its 
outcome may help ease the country’s problems? ... It is clear that a monthly budget of 
Reales 300,000 may be deemed insufficient, even in the case of market stagnation. I, thus, 
suggest to you a monthly budget of Reales 400,000 for this factory. [Permission for such 
increase] fully fits within your scope of control . . . In this manner, I guarantee to honor all 
commitments arising from this factory and will attempt to avoid the continuous leave of 
my most competent cigar workers because they move to other Spanish tobacco factories 
that regularly meet payment... 


Delays in cash transfers caused serious problems to tobacco factories. Such 
delays were sometimes attributed to the arduous routines established in Spanish 
regulations for the transfer of funding from the Ministry of Finance to the tobacco 
factories. According to these rules, funding for the tobacco factories was to be 
provided by the provincial delegations of the Ministry of Finance (AHN, Libro 
8091). This caused considerable problems to the management of factories and 
required the intervention of the general manager of the Steering Agency to resolve 
the conflict. For example, on the 10 April 1838, the general manager of the 
Steering Agency wrote to the provincial delegate of the Ministry of Finance: 


I was informed by the general manager of the RTF, on 28" March, of the delay in [cash] 
transfers of January, February and March... Such cash delays make it impossible to 
undertake production activities. Moreover, the delay encourages many valuable cigar 
rollers to leave the factory and engage in smuggling activities... As a General Director, 
I have repeatedly asked you to make on time transfers of Reales 300,000/month [to the 
RTF], and this should be your most important commitment . . . otherwise you will be held 
responsible for any damage attributed to cash delays. (e.g., AHFTS, Libro 178-No 33) 


Cash delays, however, were not resolved by the intervention of the general 
manager of the Steering Agency. On the contrary, in August 1838, after a four- 
month delay in payments, a strike of operators took place. As delays in transfers of 
cash to factories were partially attributed to the collapse of the provincial delegations 
of the Ministry of Finance, the Steering Agency made provisions to enlarge the 
number of delegations suitable for supplying funding to tobacco factories. Moreover, 
the Steering Agency required factories’ management to produce monthly reports 
of cash delays. 

The public sector reform of 1850 attempted to improve the process’ of cash 
transfers to factories by instilling some flexibility in the procedure. Under the new 
system, the Steering Agency submitted a monthly production plan to each tobacco 
factory and asked them to make monthly forecasts of expenses. The archives show 
that such forecasts were closely monitored by the Steering Agency; for example, 
on 6 June 1860 the Steering Agency asked the general manager of the RTF to 
increase production of common cigars and allowed him to hire as many (female) 
cigar rollers as needed. The general manager, however, disregarded that measure. 
The Steering Agency sent reminders on 16 and 29 June 1860. As the RTF did not 
react to such requests, the Steering Agency sent the following letter to the RTF’s 
general manager on 10 September: ‘After examining your expenses forecast for 
October, we realized that you just requested funding to produce 24,000 pounds of 
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common cigars. However, demands from the provinces strongly indicate that you 
double such production, that is, to manufacture 48,000-50,000 pounds every month 
until the end of this year. Therefore, we will increase your budget and ask you to 
proceed accordingly’ (AHFTS: Libro 718). 

Lastly, reports on budget attainments constituted an essential part of the budget 
cycle of tobacco factories, as noted below. The Steering Agency requested from 
tobacco factories monthly reports on the previous month’s expenses. Such reports were 
tightly monitored by the Steering Azency. For example, on 24 October 1860 the 
Steering Agency submitted the following letter to the general manager of the RTF: 


After examining at this end your report on September expenses, we realized that this 
year’s accumulated office expenses [of the RTF] are Reales 8,174. Since this year’s budget 
was Reales 10,000 for that item, you had an allowance of Reales 7,500 until the end of last 
month... We hereby let you know thet your factory cannot use more than Reales 10,000 
in office expenses during this year. SEould you do otherwise, we shall ask you to reim- 
burse the difference. (AHFTS, Libro 718) 


Failures in Budget Reporting 

The RTF reported information on either budget preparation or budget attainments 
in a more regular fashion. The complete list of the RTF’s failures to report is shown 
below: 


1. 1838: The Steering. Agency requested information about inventory and accounts 
receivable (AHFTS, Legajo 281). 

2. 1844: As noted above, the lease of the tobacco monopoly to the Marqués 
de Salamanca brought some substantial changes in the accounting systems of 
tobacco factories. The RTF attributed delays in reporting budgeted figures to 
confusion and stress associated with the changes (AHFTS, Legajo 287). 

3. 1861: On 31 May the Steering Agency demanded submission of some delayed 
budget figures (AHFTS, Libro 747). 

4. 1865-6: The Steering Agency sent an internal memorandum to RTF to request 
submission of some delayed budget figures (AHFTS, Libro 798). 


Appendix A depicts the report that the RTF submitted to the Steering Agency 
on its budget attainments in July 1877. As will be seen below, it was produced at a 
time when the RTF was not complying with the Tobacco Agency requirement to 
report costing information. 


COSTING IN THE RTF 


The state exerted different legal pressures on tobacco factories to report cost data. 
As shown in this section, the cost data requests varied considerably during our 
observation period and this provided motivation for the RTF not to comply with 
such demands. This section highlights the different legal demands imposed by the 
Steering Agency on the tobacco factories to report cost data; the responses by 
the RTF to such requests (as shown below) and, lastly, the use of costing reports 
by the Steering Agency. 
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The decree of 9 November 1820 enacted the privatization of the tobacco-industry 
during the liberal triennial. Shortly before, the Steering Agency issued the Royal 
Order of 12 October 1820, which requested tobacco factories to ‘prepare as soon 
as possible a statement comprising a detailed classification of inventories. The 
Accounting Office, in particular, is asked to prepare a statement depicting all addi- 
tional expenses to be made to complete the production process of existing invent- 
ories’ (AHFTS: Legajo 631). 

Though this request does not necessarily imply the existence of a costing system 
in the RTF, it clearly assumes that cost accounting technologies could be expedi- 
ently put in place by the RTF. For example, a concrete request to report cost data 
within the month was enshrined in an internal memorandum (circular administrativa) 
issued by the Steering Agency in October 1826 which states: 


By the end of this month,.the RTF is hereby requested to prepare an inventory report, 
consisting of raw materials, work-in-process, and finished goods. A clear distinction should 
be made between inventories suitable for processing or sale from those to be considered 
as waste. Cost calculations and market value for the former should be reported as well as 
an explicit mention of expected waste and losses of weight...The report should be 
certified by the Accountant of the RTF. (AFTS: Legajo 258) 


The RIF complied with such information demands. Concerning reported 
information, we can make two additional observations. First, cost calculations 
were not the regular outcome of the RTF’s costing systems. Instead, this report dis- 
played ad hoc cost calculations made by the RTF upon request of the Steering 
Agency. Second, in spite of the absence of regular cost calculations at the RTF, 
the prompt response to the demand showed that cost accounting technologies were 
well known to personnel of the Accounting Office. 

Tobacco factories were required to prepare regular cost calculations as of 
30 November, 1834, as enacted in article 60, Chapter II of the General Instruction 
for tobacco factories: ‘[tobacco factories] should prepare cost calculations of cigars 
made in their workshops; reports should follow models 4, 5, 6 and 7’ (AHN, Libro 
8090). There is no trace of cost calculations in the RTF, however, until 1838. The 
Steering Agency submitted the following letter to the general manager of the RTF 
(AHFTS, Legajo 281, 6 December 1838): 


° Art. 60 of the General Instruction for tobacco factories established their obligation to 
report a yearly overall account. [The account] shall show cost figures of both finished 
products and work-in-process tobacco. This Steering Agency, however, verifies that such 
an important and necessary information is not being reported ... Factories attribute this 
non-reporting to their lack of information about cost of raw materials (e.g., tobacco leaves 
of the following types: Havana, Virginia and Kentuqui [sic]) . . . This memorandum estab- 
lishes the cost of raw materials and, by doing so, there is no justification for failures in 
reporting the requested cost figures . . . [Moreover] these calculations should be reported 
from the factories to the Steering Agency on a three month basis as well as to the 

` factories receiving their output as work-in-process... 


Though the RTF reported cost figures for all products manufactured in its pre- 
mises, it did not accomplish this with the requested frequency; instead of producing 
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quarterly cost reports, it reported cost data on-a yearly basis. The overall structure 
of product costing information is shown in Appendix B. 

A Royal Order of 29 July 1840 enforced an overall reform of the accounting 
books to be kept in the tobacco factories (e.g., AHFTS, Legajo 283 and 2193), 
which embraced some changes in the structure of cost reports. It responded to the 
regular complaints of factories about the considerable weight-of raw material costs 
in total cost figures. Raw materials costs were largely dependent on the source 
(e.g., Havana, Kentucky, Virginia) and quality (e.g., exquisite, fine) of inputs. To 
resolve this problem, the General Accounting Office provided factories with a 
yearly weighted average cost of raw materials to be used by all factories. Alloca- 
tion of indirect costs to products, according to the provisions of the Royal-Order, 
was as follows: (a) indirect costs of individual factories should be assigned to product 
costs, and (b) common costs of the Steering Agency should be firstly allocated to 
individual factories and then to products manufactured in such factories. Lastly, 
the Royal Order required that the reporting of product costs to the Steering Agency 
should be made on a quarterly basis. The Royal Order, however, was abolished 
shortly after its promulgation. 

As previously noted, in 1844, the tobacco monopoly was leased to the Marqués 
de Salamanca. The Marqués introduced substantial changes in the accounting 
systems of the factories, but they were totally removed once the monopoly returned 
to the public sector. Such changes, though, posed serious problems to the regular 
process of the monopoly’s accountability to the Steering Agency and managers 
were asked ‘to report at least as satisfactory results as those that would be shown 
by the lessee’ (AHFTS, Legajo 287; memorandum dated 23 July 1844). 

In 1850, the public sector reform of Bravo-Murillo considerably influenced the 
accounting system of the tobacco monopoly. Firstly, new series of cost data had to 
be reported by factories to both the Steering Agency and the General Accounting 
Office. Secondly, the cost models to be filled in were printed, formalized and largely 
conformed with the structure of the state’s budget. With respect to the structure of 
costing data, the Bravo-Murillo reform drew heavily on data produced during the 
period 1838 to 1850 (AHFTS, Legajo 2808). This structure of the cost reports still 
experienced some changes. First, in 1859 factories were required to report separ- 
ately raw materials and direct labour costs from indirect costs, so as to shed some 
light on the two main components of total production cost (AHFTS, Legajo 2812). 
Second, in 1862, the scheme was akolished in favour of the Bravo-Murillo model 
(AHFTS, Legajo 2813). This reform, however, demanded more detailed informa- 
tion on the cost of raw materials and standardized a report that analysed forecast 
versus actual production volume on many measures (e.g., indicators about scrap 
and waste). 

_ Costing information was no longer reported duane the period 1876—86. In the 
latter year, shortly before the lease of the monopoly to the private sector, the 
Steering Agency required tobacco <actories to produce annual costing figures for 
the past ten years through a decree enacted on 18 May: 1887, Which. contained a 
new costing system (e.g., AHFTS, Legajo 2820). 
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The Use of Cost Reports 

The Steering Agency used cost data to monitor factory performance. For example, 
on 7 October 1844 the Steering Agency submitted the following memorandum to 
the general manager of the RTF: 


The Steering Agency strongly requests from your factory as well as from others form- 
ing the tobacco monopoly that a special concern be shown in processing raw materials 
and the exercise of strict control of general expenses. Nevertheless, we have observed 
considerable differences in the reported costs of many items. Such differences reveal that 
cost concern is not as seriously observed in the factories as this Steering Agency would 
expect. For example, costing figures of boxes for packing cut tobacco should expectedly 
produce slight differences between factories. In contrast, reported figures show out- 
standing variations within manufacturing facilities. (AHFTS, Legajo 287) 


The Steering Agency attached a report that contained a sample of the paper 
used for packing in Madrid and Seville. The Madrid sample was both larger and 
cheaper. The Steering Agency concluded: ‘Comparisons between this cost [re- 
ported by the Madrid factory] and the one reported by that factory reveals that 
important cost savings are attainable [at your end], if you implemented the same 
procedures being used in Madrid’ (AHFTS, Legajo 287). 

The Steering Agency also used cost figures to assess cost performance of 
factories. For example, it verified in 1850 that the Alicante -factory was con- 
sistently reporting the lowest cost figures of cut tobacco (e.g., AHFTS; Legajo 296). 
Accordingly, the Steering Agency requested all factories to implement the same 
production procedure being used in Alicante ‘to smooth [sic] your expenses’. The 
memorandum of the RTF explained the underpinnings of the process which roughly 
reflected the division of labor in the factory: two women to make packs, eight to 
nine women to fill in and weigh the packs, one to two for closing the packs, and 
one to two women for storing. The RTF administrators replied that such proced- 
ure would be difficult to implement. Lastly, the Steering Agency responded, ‘it is 
up to the general manager of the RTF to implement the procedure... However, 
we hereby request you to reach the costing targets of Alicante as of January 1’. 

Costing information was useful in the event of damages to inventory in its 
transportation either to the distribution stage or to other factories. In cases of loss 
or damage, ‘the transportation company should reimburse its total cost’ (AHFTS, 
Libro 680; memorandum dated 13 December 1858). Cost figures were used to 
claim reimbursements from either the railway company (AHFTS, Libro 803), or 
from operators who mishandled inventory (AHFTS, Libro 677). 


Failures of the RTF to Report Costing Information 

Our data reveal that the RTF elicited different responses to the Steering Agency’s 
demands for cost data as opposed to its demands for budgeted information. Below 
we list the complete failures of the RTF to report costing information: 


1. 1838: The RTF was asked to provide costing information about cigars, snuff 
tobacco, rapé, and cut tobacco for 1837. By August 1838 such information had 
not yet been reported. The general manager of the RTF appealed to technical 
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difficulties in his justification for the delay in reporting the demanded informa- 
tion. By October 1838 the RTF had succeeded in reporting cost data about 
cigars. Costing information about the other products was never submitted 
(AHFTS, Legajo 281). 

2. 1839: The RTF sent a memorandum to the Steering Agency on 23 February to 
apologize for the expected delay in the reporting of its cost data as of 1 March. 
By August 1839, such cost information, however, had not. yet been reported 
(AHFTS, Legajo 281). 

3. 1850: On 12 February the Steering Agency requested that the RTF submit all 
of the information enacted in the Bravo-Murillo reform. The RTF reported all 
requested information except the cost data (AHFTS, Ordenes de la Contadurfa 
General de Valores, Libro 499, No. 6). 

4. 1858: Correspondence between the Steering Agency and the RTF reveals that 
the latter did not report cost data to the former (AHFTS, Legajo 677). 

5. 1859: Reported cost data of 1858 was both late and did not conform to the 
form requested by the Steering Agency (AHFTS, Libro 716). 

6. 1860: In June, the Steering Agency corresponded with the RTF to request cast 
data of 1859 (AHFTS, Libro 718). 

7, 1862: On 22 November the Steering Agency claimed that cost data of 1861 had 
not yet been reported (AHFTS, Libro 753). 

8. 1865-6: The Steering Agency submitted to the RTF the following order: The 
Steering Agency aimed-.to secure timely reporting from the RTF. However, 
some issues are consistently delayed and we do not see any justification for 
t...Cost data should be reported monthly and there is no excuse for the 
RIP’s failure to do so. Cost data are of particular importance to the Steering 
Agency and shall be reported ten days after the completion of the reporting 
period, at the latest’ (AHFTS, Libro 798). 

9. 1870: In July, the Steering Agency requested cost data of the period 1868-9 
(AHFTS, Libro 861, No. 210). 

10. 1870: In November, the Steering Agency noted that cost data of the period 
1867-8 had not yet been reported. 


As noted above, the Decree of 18:May 1887 required tobacco factories to report 
costing information for the previous ten years. : . 


DISCUSSION 


Investigations of the underpinnings of the design and implementation of early cost 
accounting systems has revealed three main rationales: competitive pressures which 
in turn brought about the deployment of cost systems to remove waste and ineffi- 
ciency; the enforcement of disciplinary practices; and the quest for greater labour 
productivity. Most of these studies, however, have largely focused on companies 
that operated under competitive conditions, such as those that characterized many 
Anglo-Saxon industries (Edwards and Newell, 1991; Fleischman and Parker, 1991; 
Fleischman ét al., 1997). A sparse number of studies, mostly informed by the 
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Foucaldian approach, have investigated the deployment of costing systems in pub- 
lic sector organizations (e.g., Carmona et al., 1997; Hoskin and Macve, 1986, 1987). 
Though such studies have considerably increased our understanding of how cost 
systems were created and developed, evidence gathered from different contexts 
may arguably provide interesting insights into the reasons that motivated the de- 
sign and implementation of early cost systems. In contrast to the competitive envi- 
ronment that characterizes most of extant research contexts, the Spanish economy 
was subject to stiff market regulation.* Even when there was no competition, some 
monopolies nonetheless implemented sophisticated cost accounting and budgeting 
systems during the nineteenth century in response to pressures from their regula- 
tory agency. Our data provide some insights into the underpinnings of the Steering 
Agency’s demand for tobacco factories to produce costing and budgeting informa- 
tion. Our data also highlights the motives behind the different responses of the 
RTF to each of such pressures. 

Through the law, the Steering Agency enforced tobacco factories to report 
costing information in 1821, 1826, 1834, 1840, 1850, 1859, 1862 and 1887. Though 
Spanish legislation usually started with a statement on goals (exposición de motivos), 
such statement was not issued when enacting any of the cost regulation. Conse- 
quently, our analysis of the underpinnings of the Steering Agency is based on 
indirect evidence. First, Mellemvik et al. (1988) noted that organizations exerting a 
dominant influence on their environments legitimate themselves by issuing regu- 
lations that signal their environmental control. The Steering Agency, we contend, 
played a dominant role on the tobacco factories; the latter were largely dependent 
on the former in aspects such as the supply of critical resources: imports of tobacco 
leaves, logistics arrangements to transport critical work-in-process between factories, 
monthly supply of cash, and full authority to remove factory management (e.g., 
Pfeffer and Salancik, 1978; Oliver, 1991). By enforcing tobacco factories to report 
budgetary and costing information, the Steering Agency signalled its dominant 
position over the monopoly as well as its control on tobacco manufacturing. 

Second, the enactment of cost data demands was particularly intense shortly 
before or after many of the attempts to privatize the monopoly. For example, 
in 1821 the Steering Agency requested tobacco factories to report cost ‘as soon as 
possible’ shortly after the privatization attempt that took place during the liberal 
triennial (e.g., AHFTS, Legajo 631). In a similar vein, on 18 May 1887, shortly before 
the final privatization of the monopoly’s management, the Steering Agency com- 
pelled tobacco factories to reconstruct the cost data series of the previous ten years 
(1876-86). In these crucial periods, concerns of the Steering Agency’s manage- 
ment with cost data may be attributed both to their reliance on cost data for 
inventory valuation purposes and to their interests.in signalling their knowledge 
and control of the tobacco business. Evidence gathered from our searches in different 
archives reveals that such signalling may have been deemed crucial for managers 


‘ Most common goods, such as bread, potatoes, barley or thread were subject to trade quotas— 
monopolized—{Santilln, 1856) and the operation of state-owned monopolies (e.g. sectors such as 
wool clothing, glass, brass, foundry, salt and tobacco) were owned and managed by the state (Comín, 
1991). j : š 
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of the Steering Agency to keep their jobs and compensation packages after the 
privatization of the monopoly. For example, on the eve of taking over the 
tobacco monopoly after privatizing its management, the new general manager sent 
a letter to employees, dated 23 June 1887: ‘as I said in a recent address to the 
Senate ... present employees of the tobacco monopoly should not have fears of 
working for the new company. Their task performance will be rewarded by stability 
in their jobs and merit acknowledgement. In cases of satisfactory performance, they 
will enjoy full stability in their jobs’ (AHFYS, Legajo 354; emphasis added). 

This statement may be interpreted in view of provisions enacted in the Law of 22 
April 1887, 8th clause, which enforced the privatization of the tobacco monopoly’s 
management. Such a clause established employees’ conditions for the forthcoming 
privatization. Whereas as much as 25 per cent of workshop operators could be 
fired by the new management (AERBE, e-22301), recruitment of future employees ` 
and managers by the new company was completely open to the discretion of the 
new management, as noted by the statement dated 20 June 1887 and issued by 
the forthcoming general manager of the tobacco business: ‘Second. Employees’ 
recruitment and determination of compensation packages are hereby assigned to 
Mr. Camacho, who will develop this task with full authority’ (AHBE, Secretarfa, 
Caja 667; Actas del Consejo de Gobierno, 1887). 

In short, it is argued that managers of the Steering Agency viewed. cost dats 
reporting a crucial justification to legitimate their past undertakings in the monopoly 
(e.g., Meyer, 1986). The finding that some cost requirements aimed at the ex post 
reconstruction of the series of cost data reinforces this-argument. Albeit important, 
efficiency improvement was not the sole concern of the management of the Steering 
Agency when they requested such information. For the managers of the Steering 
Agency, thus, there was a separation between the actual internal processes of 
tobacco factories (e.g., functioning of cost systems) and the perception that con- 
stituents may have on the use of costing. information in efficiency improvement 
programs. It was more important for managers of the Steering Agency to-convey 
the notion that they were under control of resources than their actual undertakings 
in the monopoly. Therefore, the cost data requests were subject to a process of 
decoupling (e.g., Meyer and Rowan, 1977), that is, such data were strongly requested 
whenever the performance of the Steering Agency’s managers was under scrutiny 
(e.g., on the eve of the privatization of the monopoly), disregarding the actual role 
of such data in cost improvement programs. 

Third, the data also suggest that the Steering Agency enacted costing reporting 
practices to instil in the factories the basis of mimetic isomorphism (DiMaggio and 
Powell, 1983). In this manner, the Steering Agency systematically collected cost 
data from its tobacco factories and attempted to act as a change agent (e.g., Carnegie 
and Parker, 1996) by diffusing the best management practices, such as the paper 
purchasing procedures from the Madrid factory to the RTF (AHFTS, Legajo 287), 
and a more efficient labour division procedure from the Ag manalactory to 
the RTF (AHFTS, Legajo 296). 

_ Results about non-conformity by the RTF to cost data requirements imposed by 
the Steering Agency contradict predictions of institutional sociologists, who contend 


157 


ABACUS 


that firms are expected to conform to institutional pressures when such demands 
are legally enforceable (Oliver, 1991; Suchman, 1995). Moreover, the RTF was 
largely dependent on resources supplied by the Steering Agency, and this depend- 
ency is depicted by institutional theorists as an important cause of a firm’s conform- 
ity to institutional rules (e.g., Etherington and Richardson, 1994; Goodstein, 1994; 
Oliver, 1991). A comparison of the- reporting practices of cost versus budgeting 
data reveals that whereas the RTF did not consistently provide cost data, it regularly 
reported budgeting information to the Steering Agency. In explaining these notable 
differences in the reporting practices of the RTF, we propose the following reasons. 

First, a firm’s conformity to institutional pressures directly depends on the 
expected diffusion of non-conformity within the institutional area. It is contended 
that expected diffusion of non-conformity is a function of the number of actors 
within the organizational field that may notice, or are affected by, the non-com- 
pliance of firms with institutional rules and norms. As noted above, the Steering 
Agency referred to provisions enshrined in the 1834 Royal Statute to enforce and 
supervise cost reporting practices of tobacco factories. Knowledge about the extent 
to which factories reported such data was restricted to the domain of the Steering 
Agency. In cases of non-reporting, factories may refer to a number of reasons for 
non-compliance with institutional pressures (e.g., lack of technical skills of the 
Accounting Office’s employees, in 1838; see AHFTS, Legajo 281). Tobacco factories’ 
management was aware of the degree to which their reasons. for non-conformity 
may appeal to their superiors in the Steering Agency. Understanding the non- 
conformity arguments by the Steering Agency, in turn, was dependent on the con- 
text and the dynamics of relations between the Steering Agency and the factories. 
As noted above, the RTF did not report cost data in 1838 and 1839. The moral 
authority of the Steering Agency to enforce cost reporting practices of factories 
was arguably weak at that time, for this was when the RTF regularly complained 
about the consequences of delays in cash transfers on the morale of the best cigar 
workers (e.g., AHFTS, Legajo 281). In short, lack of technical skills by employees 
of the Accounting Office and shortages in funding due to delays in cash transfers 
may have been perceived by officers of the Steering Agency as compelling argu- 
ments that justified non-compliance of the RTF to cost reporting demands. The 
Steering Agency, moreover, was the sole recipient and user of costing information 
and, consequently, had full autonomy to accept or dismiss the arguments of the 
RTF administrators for non-compliance. 

In contrast, knowledge about non-conformity to budgeting practices went beyond 
the domain of the Steering Agency. That is, such information was instrumental to 
consolidate the tobacco monopoly’s budget, which in turn had to be used in the con- 
solidation process of the state’s budget. It is our contention that non-compliance 
of one tobacco factory to budgetary demands from the Steering Agency would 
be widely known within the institutional area (e.g., by the Minister.of Finance), 
and this clearly diminished the capacity of factories to justify/negotiate reasons 
for non-conformity to institutional rules with the Steering Agency. Non-conformity 
of factories to pressures from the Steering Agency for budgeting reporting had the 
immediate effect of collapsing the processes of aggregation and consolidation of 


158 


INSTITUTIONAL THEORY, RTF, COST MANAGEMENT 


the state’s budget and that would be immediately noticed at the Ministry of Finance. 
Delays of the Steering Agency to report budgeting figures to the Ministry of Finance 
caused by the non-compliance of factories thus had an expectedly devastating 
effect on the position and compensation packages of factories’ managers, who were 
held responsible for such delays. Pressures on the RTF to report cost and budget- 
` ing figures to the Steering Agency, overall, produced a response aimed at exerting 
the minimum estimated effort to garner legitimacy from the institutional source 
(e.g., Abernethy and Chua, 1996). This in turn implied compliance with budgeting 
requirements and dismissal of pressures to report cost data in the context of an 
overall process of decoupling (e.g., Meyer and Rowan, 1977). Failures to report 
costing information cannot be attributed to the complexity of such information and 
the-accompanying shortage of competent personnel. Indeed, the data reveal both 
that the RTF consciously failed in reporting costing information and that only a 
marginal effort was required by the RTF to comply with the requests of the Tobacco 
Agency. For example, on 4 August 1887—that is, on the eve of the privatization of 
‘the tobacco monopoly—the superintendent: of the RTF felt compelled to report 
cost data and issued the following statement to the Tobacco Agency: ‘the costing 
information of the years 1876-77, 1878-79, 1883-84, 1884—85 and 1885-86 is still 
missing. The preparation of each [set of data] requires a month’. On 8 August 1887 
the Tobacco Agency insisted on the urgency of the requested information and 
authorized the superintendent to hire some more personnel to comply with the 
requests. On 10 September 1887 the RTF submitted the following letter to the 
Tobacco Agency: ‘the summaries of cost data for the years 1876-77, 78-79, 83-84, 

84-85, 85-86 and 86-87 are on the way to the Tobacco Agency. This is a eee 

nary report that will require further work’ (AHFTS, Legajo 354). 

In short, consistent with the view of institutional sociologists, conformity to 
institutional pressures. is contingent on the intensity of such demands (e.g:, 
Abernethy and Chua, 1996; Oliver, 1991; Goodstein, 1994). Perceived intensity of 
simultaneous demands arising from a single institutional source largely. depends 
on the expected diffusion and consequences of non-conformity within the insti- 
tutional context. That is, ceteris paribus, the more the expected diffusion of non- 
compliance, the higher will be the probability of conformity to rules and norms. 

Second, firms can be expected to conform to institutional pressures when 
demands have a clear, salutary effect on organizational goals (e.g., Covaleski and 
Dirsmith, 1988a, 1988b; Deephouse, 1996; Etherington and Richardson, 1994). The 
goal of the. tobacco monopoly was to increase income for the Spanish Crown. 
Management of the RTF was conscious about the significant contribution of the 
factory to state- income. As noted above, in 1838 the general manager of the RTF 
reported profits to the Steering Agency of Reales 24,576,260 which was deemed a 
considerable return despite the absence of raw materials and depreciation costs in 
such calculations”: ‘the tremendous wealth produced by this endless mine’ (AHFTS, 
Legajo-281). In view of such significant profitability of factories to state income; 


5 Our searches in the archives show that the zobacco monopoly produced profitability indexes, exclud- 
ing depreciation, of 253 per cent (see AHBE, Operaciones, Legajo 954). 
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factory managers arguably found little motivation to gather and report data that 
would have a spurious effect on the bottom line. 

Third, the data support Oliver’s (1991) prediction that firms will be less prone to 
conform to institutional pressures when such demands arise from an ever-changing 
institutional environment. Though demands for budgeting information were enforced 
by the Royal Statute of 1834 and remained stable during our observation period, the 
format and the structure of cost reporting practices experienced considerable changes 
(e.g., in 1850, 1859, 1862; see AHFTS, Legajos 2808, 2812, 2813). Moreover, in spite 
of the legal request of the Royal Statute of 1834 for such demands to be permanently 
enacted, the institutional source neglected its application during the period 1876-— 
87. This changing emphasis in application of cost reporting requirements, posed 
additional uncertainty on the RTF about the consistency of the demands. 

The data relied on evidence gathered from a non-Anglo-Saxon context charac- 
terized by regulation and monopolistic conditions. Such conditions, however, are 
not idiosyncratic of the eighteenth- and nineteenth-century Spanish economy but 
also apply to both countries with underdeveloped capitalistic institutions and cap- 
italist economies which were subject to significant regulation. Future comparative 
work on the design and development of cost management systems in regulated 
and transitional economies will certainly enhance our understanding about the 
underpinnings of such systems as well as about the generalizability of the conclu- 
sions in this work. 
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APPENDIX A 


REPORT ON BUDGET ATTAINMENTS 


Tobacco Factory of Seville Month of July 1877 


Statement of Expenses Payed for Liabilities of Monopolized Incomes in the 
Mentioned Month, and Those Outstanding at its End 








Budget of the Economic Budget of the Economic 
Year 1876-7 Year 1877-8 
(until the end of December 18) 





Payed Outstanding Payed Outstanding 





Section Chapter Article Pesetas Cents Pesetas Cents Pesetas Cents Pesetas Cents 





13 Employees’ 6777 55 6781 03 
Salaries 
14 Office 44 38 209 74 
Materials 
Rentals, 
8 27 23 Works and 
Reparations 
in the 
Factories 
Transport to 
3" the Factories 255 92 &17 12 655 12 
33 and between 
them 
Manufacturing 
4* expenses 
and 99618 46 5303 56 98399 72 
acquisition 
of sundry 
materials 


Closed 
periods 
Liabilities 
52 without 
budgetary 
credit 
Id. that 
53 become 
unpaid 
according 
to the 
definitive 
accounts 


Total 108946 31 13520 68 106045 61 





Seville, 31st of July 1877 
in agreement. 
The Accountant 
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APPENDIX B 
OVERALL STRUCTURE OF COST REPORTS 


° Ordinary expenses. 


e Raw materials (tobacco leaves). An average cost was calculated by the 
General Accounting Office. If such cost was not available, factories should 
aggregate the cost of its acquisition and transportation expenses. 

° Auxiliary materials: boxes, tins. 

Some indirect costs were also considered as ordinary expenses. In allocating 

such costs to the ordinary expenses item, management of the RTF used the 

- weight of tobacco production as a cost driver: : 
° A portion of wages of those employees involved in non- specific jobs. 
° A portion of other expenses (e.g., office, energy). 


° Extraordinary expenses, Production costs were charged according to their 
consumption of raw materials. 
° Swept tobacco. 
° Scrap tobacco. 
° Waste. 
° Tare. 


° Extraordinary revenues (Beneficios). 
° Portion of revenues for sales of byproducts. 
- © Savings for packs returned from the distribution stage. 
° Returns of tobacco. 


. Source: AHFTS: Legajo 2191 
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Clarification and Extension of Beaver’s 
Definitions of Market Informational 
Efficiency: A Note 


Beaver (1981a, 1981b) provides sound conceptual definitions of market 
informational efficiency. Recently, his definitions have been operationalized 
in experimental-markets studies dealing with market informational effi- 
ciency. Given these successes, we extend Beaver’s definitions to make 
apparent the relationships among the publicly available information 
system and the market information system and related signals. This 
extension provides a foundation for distinguishing between tests of 
semistrong-form and strong-form efficiency in the contexts of Beaver’s 
definitions and related experimental-markets studies. We also provide a 
proof which identifies the necessary and sufficient condition for the con- 
vergence of these forms of market informational efficiency. 


Key words: Experimental markets; Information systems; Market efficiency. 


Beaver’s (1981a, 1981b) price-oriented definitions of market informational effici- 
ency are very sound conceptually. Historically, however, these definitions have not 
had the impact that might have been expected. This lack of impact stems primarily 
from the difficulty in operationalizing the definitions. Recently, Beaver’s definitions 
have been operationalized successfully, explicitly. or implicitly, in relation to 
market signals in experimental-markets studies dealing with market informational 
efficiency (e.g., Plott and Sunder, 1982, 1988; Forsythe and Lundholm, 1990; 
Lundholm, 1991). In our opinion, the primary example of a successful operation- 
alization is found in Lundholm (1991). 

Given the recent successes, it is desirable to clarify certain aspects of Beaver’s 
definitions and to extend them in various respects. Thus, given appropriate 
clarifications, the article’s first goal is to extend Beaver’s definitions so that thé. 
relationships among the publicly available information system and the market 
information system and related signals are made apparent. This extension provides 
a foundation for distinguishing clearly between tests of semistrong-form and strong- 
form efficiency in the contexts of Beaver’s definitions and related experimental- 
markets studies. In this regard, a second goal is to provide a proof which identifies 
the necessary and sufficient condition for the convergence of these forms of market 
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informational efficiency. The proof and related discussion are consistent with both 
extant intuition and discussions of market informational efficiency. However, this 
intuition has not been formalized previously. The acknowledged societal and con- 
ceptual importance of these types of efficiency (see, e.g., Dyckman and Morse, 
1986) suggests that the formalization is desirable. 


BEAVER’S PRICE-ORIENTED DEFINITIONS OF 
MARKET-INFORMATIONAL EFFICIENCY A 
ve ç ` “= 
Beaver (1981a, 1981b) provides a compelling discussion of market informational 
efficiency and appealing. price-oriented definitions of y-type and -type market 
efficiency (where the latter holds for an information system if, and only if, the former 
holds for all signals from the system). Beaver’s definitions are related to those of 
various researchers, including Rubenstein (1975), Latham (1986), Lundholm (1991), 
and Vickrey (1994). Important reasons for developing precise definitions pertaining 
to market efficiency include providing a solid foundation for constructing theories 
of market efficiency, a basis for conducting market-efficiency-related studies, and a 
perspective for interpreting, such studies. 

Beaver (1981a) conceives of market information efficiency as a api of 

market mechanisms by which prices are set, defining y-efficiency as 


A securities market is efficient with respect to a signal y; if and only if the configuration of 
security prices {P;,} is the same as it would be in an otherwise identical economy (i.e., with 
an identical configuration of preferences and.endowments) except that every individual 
receives y; as well as y,.! 


In this definition, y; is a signal from n; (the information system generating the 
signals in reference to which efficiency is to be judged) received at (or by) time t; 
Yi is a signal from individual i’s personal information system, n, (which may be 
null), received at (or by) time t; and {P,} = {Pi,..., Pi,..., Ps} is the vector of 
prices for the J securities at time t. Both y; and yi, can be considered to include ` 
histories of signals from prior time periods. While only implied by Beaver’s discus- 
sion, note that the information revealed by y; and y, is not necessarily disjoint. 

y, can contain ‘both: publicly available information and privately available 
information. The vector, {y} = {yu»---» Yiw-:-> Yu} reflects the set of: signals 
received from personal information systems by the I individuals in the economy 
at time t, while {N} = {Min - - <, Niv -- - , In) represents the configuration of personal 
information systems across’ these individuals. {P,,} results from the use of the 
elements of {y,} by the individuals in the economy and usually by the use of y; 
(partially or totally) by some of these individuals. As indicated by Beaver, yr is 
not necessarily used by every (or any) individual for one reason or another [e.g., 
lack of sophistication (e.g., minimal appreciation of financial matters), disinterest, 


1 In addition to identical preferences and endowments, it is important to require identical individual- 
by-individual, pre-signal beliefs in the otherwise identical economy-for all individuals and identical 
individual-by-individual post-signal beliefs in this economy for all individuals receiving y in the 
original economy since these stipulations are necessary to ensure that the two economies are ident- 
ical except for the receipt and. effects of yi. 
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information overload, lack of access, and cost).*Also, some individuals may use 
only portions of the information provided by y/. Beaver does not mention the 
possibility ‘that yf may be used only partially by some individuals; however, this 
possibility is implicit in his discussion. Given that each element of the set of in- 
formation under consideration is received by some individual, the union of these 
elements is y;. Since yí is not necessarily used partially, or in total, by every individual, 
it is possible for a market to be judged not y-efficient.? Thus, Beaver’s definition 
of y-efficiency is not trivial in concept. Given his definition of y-efficiency, Beaver 
defines n-efficiency as follows: ‘A securities market is efficient with respect to nį 
if and only'if y-efficiency holds for every signal (y;) from n?. 

The signal, for individual i, that includes both y; and y; is [y>]. The extended set 
of signals for the I individuals at time t, therefore, is {y*} = {y#,..., yk... . , yi} 
(where yf = [yr, Yal). yf is not necessarily equivalent to y* since, as indicated, yí is 
not necessarily received partially, or in total, by each individual and since y,, is not 
necessarily equivalent to yj. The configuration of extended personal information 
systems, which generates realized signals from both n; and each nj; at time t, is 
{nf} = {nf,-.., nk..... nh} (where nf = Mina). nh also is not necessarily 
equivalent to ņž since T is not necessarily used by each individual, the individuals 
may use different components of the signals provided by n4, and ny and Ny are not 
necessarily equivalent. 


THE PUBLICLY AVAILABLE AND MARKET INFORMATION 
SYSTEMS AND RELATED SIGNALS 


At this point, it is clear that market informational efficiency (both y-efficiency and 
7-efficiency) could be judged, conceptually, with reference to the signals from m: 
in Beaver’s framework. While Beaver’s definitions apply to’ all forms of market 
informational efficiency, he does not elaborate on the more important possible 
forms of ņ; and yr, the forms that are pertinent in judging semi-strong-form and 


2 Beaver (1981a, 1981b) indicates that the signal pertinent to an efficiency judgment might be received 


by all, some, or no individuals. This idea is maintained throughout our discussion. 


Note that it is the effect of y; (Le., in combination with y, or alone) that is of primary concern in 
relation to a given individual under Beaver’s concept of y-efficiency and related concepts. In this 
context, four interesting possibilities exist in relation to a given individual (i.e., the ensuing discussions 

- assume costlessness): (a) mí finer than m, (b) nk finer than nj, (c) ní as fine as mr, and vice versa, and 
(d) m: and 1, not in the fineness relation, F. In the first case, n4 (mu) would be used (ignored) by the 
individual (with opposite results produced in the second case). In the third case, the systems are 
perfect substitutes; thus, the individual would be indifferent between the two systems. Assuming that 
it is not possible to utilize signals synergistically, the individual would use y; or y, (hut not both) 
depending on which datum provides the higher expected utility in the fourth case. However, if 
signals can be used synergistically, then the individual would use multiple signals in various instances 
in the fourth case. For example, assume the partitions under n{ and n, (which do not enter into F) 
are {{8;, So}, (S3, Sa}, (Ss, ss)) and [[s,, s,, Sa}, (Ss, Ss, S6}}, respectively. Next, assume that yí, is received 
from nj, and y,; is received from Ny. Under these assumptions, the individual can infer that s, will 
occur with certainty and, consequently, would use signals from both systems (i.e., since he or she is 
weakly better off using both signals). Similar results follow from the receipt of y, from n{ and Yn 
from Ny. 
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strong-form market efficiency, respectively. We refer to y, as a publicly available 
signal. y", is generated by the publicly available information system, Np Similarly, 
we refer to Ym as a market signal, and ya is produced by the market information 
system, Nw From this point, our discussions concentrate on’ n- efficiency, but 
similar discussions also apply to y-efficiency. 

In considering semistrong-form efficiency, the relevant information system is 
the publicly available information system, nh. A realization from this system, Ype 
represents the set of all the publicly available information which might be received 
by an individual at time t. Given that each element of this set is received by some 
individual, the union of these elements is yp. From a practical perspective, a publicly 
available signal, Yp, might be considered to include, for example, any publicly dis- 
seminated financial statements and news releases of firms. In sum, such a signal 
could be considered to encompass all the information that might be received. by 
individuals without exploiting their insider relationships with firms, incurring the 
costs levied by information intermediaries, or incurring the costs associated with 
exploiting superior analytical skills. ‘ 

Ya may be null, in relation to a given individual, since he or sie may fail to use 
publicly available information for several reasons, including, but not necessarily 
limited to, lack of sophistication (e.g., minimal appreciation of financial matters), 
disinterest, information overload, cost, and the receipt of privately available in- 
formation believed (possibly erroneously) to be strictly more informative than the 
related publicly available informatior. As above, some individuals may- use only 
portions of the information provided by yp,» and the information revealed by Yp 
and y,, is not necessarily disjoint. 

We emphasize that the empirical significance of semistrong-form efficiency sub- 
sists in the observations that (a) publicly available information (however defined) 
is available in the real-world setting and (b) all related individuals do not use all 
publicly available information. With respect to (a), it is extremely unlikely that 
even a single individual would receive all the components of a publicly available 
signal. In any case, the results of this article do not depend specifically on what 
information is considered to be publicly available—as opposed to privately avail- 
able. That is, the details of this distinction do not affect the generality of the proof 
of proposition 1 (below), our conclusions and observations, or the related implica- 
tions for future research. 

In the context of semistrong-form efficiency, the signal, for individual i, that 
includes both the portion of y received by this individual and y; is yË. In this 
case, the extended set of signals for the I individuals at time t, therefore, is 
{y?} = {yh -s yk... yh) (where yh = [Ypo Yul). yh is not necessarily equivalent to 
yh Since yp is not necessarily received partially, or in total, by each individual and 
since yy is not necessarily equivalent to y;. The configuration of extended personal 
information systems, which generates realized signals from both 7), and each ny 
at time t, is {nf} = {nf,..., 1h .--, Nk} (where nf = [n5.Nul). nË also is not neces- 
sarily equivalent to nf, since nh, is not necessarily used by each individual, the 
individuals may use different components of the signals provided by n,,, and Ny 
and mj, are not necessarily equivalent. 
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In considering strong-form efficiency, the relevant information system is the 
market information system, mr. A realization from this system, Y represents the 
set of all publicly available information (e.g.,.the publicly disseminated financial 
statements and news releases of firms) and privately available information that 
might be received by an individual at time t. Given that each element of this set is 
received by some individual, the union of these elements is Ya- The privately 
available information revealed by yia might be considered to include, among other 
things, costless or costly information obtained directly from firms (or their repres- 
entatives), costly information obtained from information intermediaries, and costly 
information derived by applying superior analytical skills to publicly available data.’ 

Ym Similar to Yh, also may be null, in relation to a given individual, since he or 
she may fail to use the related information for various reasons (see above discus- 
sions). Also, as in the earlier cases, some individuals may use only portions of the 
information provided by Yw, and the information revealed by Yiu and yp is not 
necessarily disjoint. 

The empirical significance of strong-form efficiency subsists in the observations 
(a) that: privately available information (however defined) is available in the real- 
world setting and (b) that all related individuals do not use all privately available 
information. Similar to the case of publicly available signals, it is a virtual imposs- 
ibility that even a single individual would receive all the components of a market 
signal. As above, the general results of this article, including the proof of proposi- 
tion 1, etc., do not depend specifically on what information is considered to be 
privately available—as opposed to publicly available. 

In the context of strong-form efficiency, the signal, for individual i, that in- 
cludes both the portion of Ym received by this individual and y, is yi. In this 
instance, the extended set of signals for the I individuals at time t, therefore, 
is {yF} = [ym,... Yi ..., Yu} (where {yt} = [Yin Yul). From an overall perspective, 
the information revealed by Y'm is equivalent to that revealed by {yf}. yi is 
not necessarily equivalent to yj since Ym is not necessarily received partially, or 
in total, by each individual and since y, is not necessarily equivalent to yy. The 
configuration of extended personal information systems, which generates realized 
signals from both nj, and each Na at time t, is {nT} = {nt,.--. ni- TE) 
(where {nF} = [Masna]. Similar to the above cases, ny also is not necessarily 
equivalent to mk since TL, is not necessarily used by each individual, the individuals 
may use different components of the signals provided by Ni and Ny, and Ny are 
not necessarily equivalent. 

The above discussions reveal important distinctions between publicly available 
and market signals in the empirical setting and, consequently, between the 


4 The set of privately available information that might be obtained directly from firms (or their 
representatives) has two strict subsets in concept. The first subset includes firm-specific information 
held by insiders concerning events which have occurred (e.g., the period’s earnings) and which have 
not been reported publicly. Trading on the basis of this sort of information is illegal. The second 
subset includes general information held by insiders concerning the future profitability of their firms 
garnered through the intimate knowledge of their firm’s activities. Trading on the basis of this type 
of information is legal. 
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real-world publicly available and market information systems. These distinctions 
are related to the necessary and sufficient condition for the convergence of 
semistrong-form and strong-form market efficiency identified below. First, they show, 
consistently with extant intuition and discussions, that a related real-world publicly 
available and market signal are identical only if no privately available information 
is present. They also reveal that the information contained by a real-world publicly 
available signal received at time t almost invariably is a strict subset of the set of all 
information received at time t (i.e., the information conveyed by the real-world 
market signal at this time) since private information essentially is omnipresent. 
These observations imply that the real-world market information system is very 
likely to be strictly more informative, for many individuals, than the related pub- 
licly available information system at all times. In this regard, an information system 
providing a partition that is as fine as (finer than) the partition provided by another 
is weakly (strictly) more informative than the second (see, e.g., Ohlson, 1987). 
From an overall perspective, the above discussions imply that the concepts of 
semistrong-form and strong-form market informational efficiency diverge on a 
virtually moment-to-moment basis.in the empirical setting (see proposition 1). 


CONVERGENCE OF THE TWO FORMS OF MARKET 
INFORMATIONAL EFFICIENCY 


The identification of the necessary and sufficient condition for the convergence 
of semistrong-form and strong-form market efficiency requires a definition ‘of 
n-efficiency. The definition of n-efficiency here is based on the above extensions of 
Beaver’s (1981a, 1981b) framework and work of Rubenstein (1975) The defini- 
tion subsumes the one given in Lundholm (1991).° Our definition is: 


A market is informationally efficient with respect to an information system [e.g. the 
publicly available information system (mi) or the market information system (Tin)] if, 
for all realized signals from the system (e.g., publicly available signals [the y,,] or market 
signals [the Yml), the price and asset allocations are identical to the prices and allocations 
that would arise in an artificial economy with the same configuration of preferences, 
endowments and pertinent beliefs (see note 1), in which each trader receives the signals 
from the information system. 


This definition and the above discussions imply that, under an essentially omni- 
present empirical condition, differences between publicly available and privately 


$ Rubinstein’s (1975) definition requires allocation equality, while Beaver’s (1981a, 1981b) definition 
requires price equality. Some of the limitations of Beaver’s definition are discussed in Vickrey 
(1994) —which also develops a concept of aggregate-market sophistication and a related price- 

` oriented concept of efficiency. Latham (1986) provides a definition of efficiency incorporating both 
price and allocation equality. He shows that appending Rubinstein’s requirement to Beaver’s defini- 
tion avoids cases where a market can be efficient in regard to one partition and inefficient in relation 
to a coarser partition. 


$ Lundholm (1991) emphasizes the relationship between his definition and Beaver’s (1981a, 1981b) 


definition. However, his definition, like ours, also possesses attributes of both Beaver’s and Rubinstein’s 
(1975) definitions. 
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available information induce a substantive difference between semistrong-form and 
strong-form market efficiency. The condition is that privately available informa- 
tion is received, which by itself, or in combination with the receipt of publicly 
available information, provides at least one individual with strictly more informa- 
tion than that provided by at least one of the signals from the publicly available 
information system. This condition and the difference between semistrong-form 
and strong-form market efficiency are well known intuitively. However, it is 
important to formalize both the condition and the difference as they have not been 
formalized before and there appears to be a tendency to de-emphasize the distinc- 
tion between semistrong-form and strong-form efficiency—at least in the context 
of experimental-markets studies focusing on market efficiency. Lundholm (1991, 
p. 490), for example, focuses only on market signals and remarks that ‘the distinc- 
tion between strong-form efficiency and semistrong-form efficiency appropriately 
differentiates between the sources of the raw information (and perhaps the legality 
of using it), but beyond that the distinction is more apparent than real’.’ 
Lundholm’s statement might be interpreted as implying, at least from an 
experimental-markets perspective, that conclusions drawn from studies dealing 
with strong-form efficiency are very likely to extend to semistrong-form efficiency 
settings. While this inference may be correct, it is not necessarily so because 
experimental-markets studies dealing meaningfully with semistrong-form efficiency 
must, at a minimum, encompass (a) a publicly available signal (which is the only 
signal received by some market participants and which is not received by all 
market participants initially), (b) a privately available signal (which is received by 
some, but not all, market participants) that is strictly more informative, for at least 
one individual, than the publicly available signal, and (c) a privately available 
signal (possibly a null signal) that is not equivalent to either of the other two 
signals (which is the only signal received initially by some market participants). If 
the signal mentioned in (c) is informative, then it ensures that the signal referred to 
in (b) is not equivalent to the market signal. Requiring the signal mentioned in (c) 
to be informative would enhance the correspondence between the experimental- 
markets setting and the empirical environment. In contrast, experimental-markets 
studies dealing meaningfully with strong-form efficiency need only encompass (a) 
two signals which are not equally informative and are not equivalent individually 
to the market signal (each of which is received by only one set of market participants 
initially) and (b) a market signal—which necessarily is the union of the other two 
signals (which is not received initially by any market participant). The proclivity to 


7 Lundholm makes no claim concerning the form of efficiency tested, although he (1991, p. 490) 
indicates that ‘efficiency frequently is assessed with respect to three different information systems; 
all public and private information [i.e., the market signal] (resulting in strong-form efficiency), all 
public information (resulting in semistrong-form efficiency), and past prices (resulting in weak-form 
efficiency).’ It is reasonable to presume that his intention is to test strong-form efficiency since he 
utilizes only the market signal and defines market efficiency in terms of this signal. 


One implication of the last several observations is that the information environments of experimental- 


markets studies dealing meaningfully with semistrong-form efficiency necessarily are richer and 
more complex than those of studies dealing with strong-form efficiency. 
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de-emphasize the distinction between Semistrong-form and strong-form efficiency 
is manifest (intentionally or otherwise) in other experimental-markets studies 
dealing with market efficiency, including Plott and Sunder (1982, 1988) and Forsythe 
and Lundhoim (1990). 

` In any case, when the condition mentioned above (i.e., that privately available 
information is received, which by itself, or in combination with the receipt of 
publicly available information, provides at least one individual with strictly more 
information than that provided by at least one of the signals from the publicly 
available information system) is absent, then semistrong-form and strong-form 
efficiency converge. In this regard, the two forms are said to converge if they would 
be tested using, in effect, the same set of signals and, thus, are equivalent. The 
relevance of this condition to the convergence of the two forms of efficiency is 
clarified below in proving proposition 1. 


Proposition 1: ‘Semistrong-form and strong-form market informational efficiency 
converge (i.e., would be tested using, in effect, the same set of signals and; thus, 
are equivalent) if, and only if, no privately available information is received 
through the individual ną, which alone, or in combination with the receipt of 
publicly available information (as is provided through publicly available sig- 

_ nals—the y,,), provides any individual with strictly more information than that 
provided by at least one of the signals from the publicly available’ information 
system (Tix). 


The sufficiency part of this proposition follows obviously. That is, if no privately 
available information satisfying the above description is received, then strong-form 
and semistrong-form efficiency converge, since under this condition, the realized 
publicly available and market signals necessarily are equally informative (i.e:, for 
each pair of related signals, Yp = Yat). Under this condition, np = Nim, and, for all i, 
{nf} = Mni- 1h---. Nh} (where nf = Mun) = (nr) = Mii- Ti... n) 
(where Nit = In momit]))- 

The necessity portion of the proposition is proved by contradiction. Suppose 
that semistrong-form and strong-form efficiency converge. Assume further that 
privately available information is received, which by itself, or in combination with 
the receipt of publicly available information, provides at least one individual with 
strictly more information than at least one publicly available signal. Under the 
second assumption, semistrong-form and strong-form efficiency fail to converge 
(i.e., would not be tested using, in effect, the same set of signals and, thus, are not 
equivalent) since at least one realized market signal necessarily provides at least 
one individual with strictly more information than the related publicly available 
signal (i.e., for the pairs of related signals, at least one y’,, is strictly more inform- 
ative than the corresponding y for at least one individual). Under this condi- 
tion, Ni is strictly more informative than T, for at least one individual, and 
me) = int... ne... np) (where nf = [nj] is strictly more informative than 
m= (nf,..-, nh... nh} (where nf = [Mana] for at least one individual. The 
first of these conclusions (as well as each subsequent one) constradicts the prior 
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assumption ‘that the two concepts converge. Thus; semistrong-form and strong-form 
efficiency converge only if no privately available information satisfying the condi- 
tion in proposition 1 is received.? As implied, we view the satisfaction of this 
condition to be a virtual impossibility in the empirical setting. Thus, the position 
here is that semistrong-form and strong-form market efficiency almost invariably 
will diverge in this setting. This conclusion emphasizes that the distinction between 
semistrong-form and strong-form market informational efficiency should not be 
de-emphasized. 


FINAL OBSERVATIONS 


This article derives a necessary and sufficient condition for the convergence of 
semistrong-form and strong-form market efficiency. This derivation depends critic- 
ally on extending Beaver’s definitions of market informational efficiency to clarify 
the distinctions among the publicly available and market information systems and 
related signals. Informally, a publicly available signal, which is produced by the 
publicly available information system, is the union of all publicly available informa- 
tion that might be realized by an individual at a particular point in time, while a 
market signal, which is generated by the market information system, is the union 
of all information (publicly and privately available) that might be received by an 
individual at that time. The article implies ultimately that the two forms of market 
efficiency are distinct if, and only if, privately available information is received, 
which alone, or in combination with the receipt of publicly available information, 
provides at least one individual with strictly more information than at least one 
signal from the publicly available information system. 

This condition has a significant implication for future research which is related 
to the experimental-markets studies mentioned earlier. Lundholm’s study suggests 
that the existence of informed-trader, differential-information dissemination and 


° Note that proposition 1 holds whether all individuals in the economy receive the signal under 


consideration (i.e., a publicly available signal or a market signal). That is, assume first that all 
individuals receive a publicly available signal (implying that the market is trivially efficient in the 
semistrong form), that semistrong-form efficiency is the concept of interest, that all individuals do 
not receive the related market signal (see below), and that all, or some, individuals receive private 
information, which by itself, or in combination with the receipt of publicly available information, 
provides strictly more information than the publicly available signal. Under these assumptions, the 
two efficiency concepts fail to converge because of the incrementally informative private information. 
This conclusion holds even though actual tests of semistrong-form efficiency would be unproductive, 
in concept, since everyone possesses the publicly available signal. Next, assume that all individuals in 
the economy receive a market signal (implying that the market is trivially efficient in the strong 
form), that strong-form efficiency is the concept of interest, and that private information as described 
above is received. Again, the two efficiency concepts fait to converge because of the incrementally 
informative private information. As above, tests of strong-form efficiency would be counterproduct- 
ive, in concept, since everyone possesses the market signal. Note finally that the case, in which all 
individuals receive a market signal and the concept of interest is semistrong-form efficiency, is trivial 
since the market signal subsumes the related publicly available signal. Nevertheless, the two forms of 
efficiency also fail to converge in this instance, given that private information as described above is 
received. 


174 


CLARIFYING MARKET INFORMATIONAL EFFICIENCY 


aggregate uncertainty may be individually necessary, and collectively sufficient, 
for inefficiency.” In this regard, he concludes that ‘diversity of informed traders’ 
information and... [aggregate uncertainty] together lead to inefficient markets, 
but neither treatment by itself causes inefficiency’. As indicated in note 7, his 
conclusion applies logically only to strong-form efficiency. 

To contrast, this article. provides a medium for examining the applicability of 
Lundholm’s conclusion in the context of semistrong-form efficiency. That is, the 
condition identified above provides a mechanism for operationalizing the concept 
of semistrong-form efficiency non-trivially in the context of experimental-markets 
studies and, thus, provides a means of testing this form of efficiency in such markets 
(see note 10). This operationalization is important because, as indicated earlier, the 
information environments of experimental-markets studies dealing meaningfully 
with semistrong-form efficiency necessarily are richer and more complex than those 
of studies dealing only with strong-form efficiency (see note 8 and the preceding 
discussion). This richness implies that conditions, in addition to informed-trader, 
differential information dissemination and aggregate uncertainty, may affect informa- 
tional efficiency in semistrong-form, experimental-markets settings. Some factors 
that may be pertinent in this context are the relationship between the existence of 
three distinct signals (including a publicly available signal) and the sophistication 
of the market participants; the interaction between these signals and the market 
mechanism; the numbers (or proportions) of market participants receiving each of 
the signals; and the effects of information-environment complexity on both the 
learning and optimizing (or sub-optimizing) behaviours of market participants. 
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Reciprocal and Non-Reciprocal 
Transactions: The FASB’s Stock-Based 
Compensation Project - 


Whether the FASB’s conceptual framework can be used to derive 
accounting treatments has been debated. Mozes (1998) argued that the 
conceptual framework’s high level of abstraction meant that several altern- 
ative views were possible for the treatment of stock-based compensation 
and that this was unhelpful. This article identifies a problem at the abstract 
level of the conceptual framework that requires resolution before Mozes’ 
proposals to remedy the high level of abstraction may be acted upon—the 
inappropriateness of the conceptual framework’s distinction between 
liabilities and equity. The conceptual framework is clear that equity trans- 
actions are non-reciprocal but the accounting treatment to be derived from 
this view is unacceptable and was not presented as an option in the stock- 
based compensation project. Instead, the FASB’s basis for conclusions is 
based on reciprocal transactions, disguising the inappropriateness of the 
conceptual framework’s definitions. Failure to revise the conceptual frame- 
work leaves the FASB, and other standard-setting bodies drawing on the 
FASB’s concepts, open to developing serious inconsistencies in other pro- 
jects where the distinction between liabilities and equity is important, and 
without conceptual support for their stance on stock-based compensation. 


Key words: Conceptual framework; FASB; Non-reciprocal; Stock-based 
compensation. 


The issue of stock as part of an employee’s salary package has become increasingly 
popular and stock-based compensation is now ‘overwhelmingly the major compon- 
ent of CEO pay’. Much of this increased popularity may be attributed to ‘a crazy 
loophole in accounting rules [that] lets companies award valuable megagrants 
without reducing reported earnings by a dime’ (Anon., 26 April 1999, p. 424). 

In 1992, following public criticism of CEO pay levels and the hidden nature of 
this major component of their compensation, a U.S. Senate subcommittee threatened 
federal legislation to require ‘accounting rules [to] accurately reflect the value of 
[stock] options to the people receiving them and the cost of these options to the 
companies that issue them’ (Zeff, 1997, p. 508). In 1993, the Financial Accounting 
Standards Board proposed that stock-based compensation be recognized as an 
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expense to the company, and measured by valuing the stock or stock options at the 
date of issue (FASB, 1993; Zeff, 1997). The ‘political storm’ that broke out was so 
fierce that the U.S. Senate eventually spoke out in opposition to the FASB (Zeff, 
1997). The FASB backed down, acknowledging that its continued role would have 
been under serious threat had it not done so (Beresford, 1996). The eventual 
accounting standard allowed the ‘crazy loophole’ to remain, as it merely required 
disclosure rather than recognition of stock-based compensation. The FASB, how- 
ever, reaffirmed that the value of stock issued as compensation should be treated 
as an expense (FASB, 1995). 

The FASB implied that the conceptual framework supported its stance (FASB, 
1995, p. 56). There is no dispute with the FASB’s stance which attempted to address 
the reality of stock-based compensation schemes. The conceptual framework, how- 
ever, is clear on the fundamental nature of equity transactions, that they are non- 
reciprocal, and the unacceptable result obtained from applying the conceptual 
framework in this way was not presented as an option. The FASB’s stance is based 
on reciprocal transactions, a stance the conceptual framework does not support. 

Mozes (1998), whose analysis is also largely based on reciprocal transactions, 
argued that the conceptual framework’s high level of abstraction provided inad- 
equate guidance for choosing between several alternatives for accounting for stock- 
based compensation. He presented three alternative timing and measurement views, 
arguing that the conceptual framework could, at least partially, support them all. 
He considered this a problem, especially when a proposed accounting standard is 
politically contentious. Mozes proposed that more ‘specific definitions of economic 
events in terms of accounting elements’ would provide a more compelling rationale 
for the FASB’s proposals (p. 159). There is no dispute with the argument that the 
conceptual framework supports alternative views. Rather, it is argued here that the 
conceptual framework requires revision at the more abstract level before addressing 
Mozes’ call for more specific guidance and the implications of the alternative views 
he presented.’ Until revised, the conceptual framework, which was devised to 
enable representation of economic things and events (FASB, 1992, CON6, para. 27; 
footnote 5), will continue to contain definitions of elements of financial reports 
that deny the reality of stock-based compensation. 

That denial is the inevitable outcome of the premise that the issue of stock (an 
event) does not entail a sacrifice by a company; hence when a company issues 
stock, the credit to equity merely acknowledges contributions from owners. Con- 


1! Mozes’ first view, the liability view, draws on the conceptual framework’s inappropriate conceptual 


distinction between liabilities and equity, that a company’s ‘obligation to dilute the value of a share 
of its common stock ... cannot be considered a liability’ (p. 149). Lf the conceptual distinction 
between liabilities and equity were changed, this may no longer be the case and the modelling error 
Mozes identified may be removed. Mozes’ third view, the executory view, is arguable. The concep- 
tual framework accommodates executory contracts within its definitions of assets and liabilities, 
while the definition of assets as ‘probable future economic benefits’ and liabilities as ‘probable future 
sacrifices’ do not require the existence of the binding bilateral contracts suggested by Mozes 
(pp. 151-2; CON6, paras 25-6, footnote 18, and paras 35 and 40, footnote 21). The conceptual frame- 
work may therefore provide stronger support than Mozes suggests for all three views, thus reinforcing 
his call for more specific guidance. 
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FASB’S RECIPROCAL AND NON-RECIPROCAL TRANSACTIONS 


ceptually, contributions from owners are non-reciprocal transactions with resources 
flowing in one direction only, from the owner to the entity, whereas most transac- 
tions are assumed to be reciprocal or exchange transactions with resources flowing 
both to and from the entity (FASB, 1992, CON6, para. 137). Hence, conceptually, 
stock-based compensation cannot occur because the very idea of issuing stock as 
compensation assumes reciprocal transactions in which stock is viewed as a valu- 
able economic resource sacrificed by the company to purchase employees’ services. 
The intuitively more sensible argument for recognizing stock-based compensation 
presumes that it does indeed occur, that it is an important part of employee com- 
pensation, and that some accounting recognition and regulation of the practice is 
necessary. The conceptual framework’s denial of this reality big niente the need 
for its revision. 

The FASB’s stance in the stock-based compensation project is based on recip- 
rocal transactions in contrast to the non-reciprocal transactions specified in the 
conceptual framework. If the value of employees’ services received were. usually 
the same as the value of the stock issued, then it might be argued that the differences 
between reciprocal and non-reciprocal transactions make no material. difference to 
the financial reports. The development of stock-based compensation, and the period 
of time over which such compensation arrangements extend, make this highly 
unlikely. The accounting implications of non-reciprocal transactions are such that 
the conceptual framework supports neither the project title nor the FASB’s stance. 

The idea that transactions between an entity and its owners are non-reciprocal 
forms a part of the conceptual distinction between liabilities and equity. Prior to 


> commencing the stock-based compensation project, the FASB considered revising 


that distinction but decided not to proceed (FASB, 1990). The distinction is clearly 
a problem though. In 1997 the FASB reconsidered the distinction and currently 
is still considering it. The conceptual distinction between liabilities and equity 
requires revision and a part of that revision should involve rejection of the idea 
that contributions from and distributions to owners are non-reciprocal. This idea is 
inconsistent with the way in which equity instruments are used and is therefore 
inconsistent with economic events. 

The need for revising the distinction between liabilities and equity relates not 
only to the stock-based, compensation project but also to other projects in which the 
distinction, or the nature of equity, is important. These projects include the business 
combinations project in the FASB’s jurisdiction, and others in the jurisdictions of 
other standards-setters that have adopted or draw on the FASB’s conceptual frame- 
work (e.g., the IASC, Australia, the United Kingdom, Canada and New Zealand). 


RECIPROCAL AND NON-RECIPROCAL TRANSACTIONS 


Financial ‘reports depict the ‘resources of an entity, claims to those resources, and 
the effects of transactions ... that result in changes in those resources and claims’. 
Consequently, ‘all elements are defined in relation to a particular entity’ and trans- 
actions and events are accounted for from the entity’s point of view (FASB, 1992, 
CON6, paras 6, 24). 
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Much of accounting practice and theory is based on an assumption of reciprocal 
transactions but some transactions are identified as non-reciprocal. Although the 
idea of non-reciprocal transactions has a longer history, its definition may be traced 
to APB 4 which refers to ‘transfers in one direction of resources or obligations, 
either from the enterprise to other entities or from other entities to the enterprise’. 
APB 4 makes clear that transfers between an enterprise and its owners are 
non-réciprocal transactions in which ‘the enterprise receives resources from 
owners and the enterprise acknowledges an increased ownership interest... These 
transfers are not exchanges from the point of view of the enterprise. The enterprise 
sacrifices none of its resources and incurs no obligations in exchange for owners’ 
investments’ (APB, 1970, para. 62. (I. A. 2)). 

The implications of this definition of non-reciprocal transactions and its applica- 
tion to ownership interest flow through into the FASB’s conceptual framework. 
Consider equity. Equitv is perceived as the difference between assets and liabilities. 
It is not viewed as an obligation of the entity and thus the issue of equity instru- 
ments, such as stock, in recognition of a contribution from owners does not create 
an obligation on the entity. Contributions from owners involve the entity receiving 
resources without either sacrificing an asset or incurring an obligation in exchange 
and are therefore considered non-reciprocal (Bird et al., 1974; FASB, 1992, CON6, 
paras 60-6, 137). 

With the idea that some transactions are non-reciprocal, embedded in the con- 
ceptual framework, it becomes essential to consider whether, from the entity’s 
viewpoint, a transaction is reciprocal or non-reciprocal before the accounting 
implications may be determined. This is especially important when transactions are 
non-monetary transactions, that is, when transactions are completed without cash 
changing hands—viz, stock-based compensation. Following Bird et al. (1974), in 
such circumstances accounting entries will differ depending on whether a reciprocal 
or non-reciprocal view is assumed. 

The ‘historical exchange price’, ‘transaction-based’ accounting model (FASB, 
1992, CONS, para. 69) recognizes transactions according to their perceived effects 
on the entity’s cash resources. Purchase-type exchange transactions are recognized 
at the amount paid or sacrificed, while sales-type exchange transactions are recog- 
nized at the amount received, that is, the proceeds of the transaction (FASB, 1992, 
CONS, para. 67a). This principle causes few problems with monetary transactions 
but valuation can be a problem when the transaction is non-monetary. Paton (1946) 
and Storey (1973) provided guidance for dealing with non-monetary transactions 
and this guidance is consistent with the conceptual framework’s acknowledgment 
of the historical exchange price, transaction-based accounting model. 

Paton (1946, p. 482) suggested that non-monetary reciprocal transactions may 
be better analysed if they are thought of as two separate transactions affecting the 
entity’s bank account: 


In all direct exchanges the transaction may well be regarded as the telescoping of two 
steps: (1) the conversion of the resource parted with into cash in the amount of its fair 
market value; (2) the utilization of the cash implicitly received to acquire the desired 
resource. 
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Recognizable cost for accounting purposes, it should hardly be necessary to say, is 
cost to the party acquiring the resource and not cost to the immediate vendor or some 
other party. 


An example of a non-monetary exchange transaction is the purchase of an asset 
using another asset as consideration. According to Paton, the value of the asset 
given up is the amount sacrificed and therefore is the cost of the new asset. Paton 
did not comment on situations where the value of the resource to be sacrificed 
could not be assessed and therefore the cost of acquisition could not be determined.” 
Storey (1973) maintained that the value received could be. used to approximate the 
cost of the new asset, but emphasized that use of the value received is merely an 
expedient to be used when the cost is not available. ` 

Following APB 4’s definition, non-reciprocal transactions are uni-directional flows 
(FASB, 1992, CON6, para. 137). Consequently, a non-reciprocal transaction flowing 
to the organization, such as a contribution from owners, would be recorded at the 
proceeds or value received while a non-reciprocal transaction flowing from the 
organization, such as a distribution to owners, would be recorded at the amount 
sacrificed (Storey, 1973). Paton and Storey illustrated these punciples with the 
issue of stock: 


Where subscribers for the stock of a corporation contribute (‘pay in’) property other than 
cash the transaction should not be viewed as a purchase from the standpoint of the 
accounting of the corporation. To the corporation the transaction consists of the receipt 
of property invested by stockholders, just as in the case of cash contributions. In acquiring 
such assets the corporation gives no consideration in exchange. The issue of the stock 
evidences the amount invested by the stockholder; it is not a payment for the assets 
contributed, (Paton, 1946, p. 483) 

Transactions between a corporation and its stockholders (as owners) are not purchases 
or sales but are nonreciprocal transfers in which items of value to the corporation flow to 
it or from it but not in both directions at once as in an exchange. This which flows to or 
from a corporation in a nonreciprocal transfer from or to its stockholders—the considera- 
tion it receives on issuing stock or the resources it distributes as dividends—is the value to 
be measured. (Storey, 1973, p. 324) 


The idea of stock-based compensation implies a reciprocal transaction in 
which the entity’s stock.is used as consideration to purchase employees’ services. 
Consequently, the amount. sacrificed. the value of the stock, would be the amount 
recorded as the cost of the compensation. In the case of options this would entail 
recording the fair value of the opticns issued. The conceptual framework, how- 
ever, is clear that contributions from owners are non-reciprocal and therefore the 
idea of stock-based compensation is conceptually impossible (FASB, 1992, CON6, 
para. 137). Instead, employees may subscribe to an entity’s stock by contributing 
their services and the entity would receive employee services at no cost to itself, as 
it would neither sacrifice an asset nor incur an obligation. Consequently, the amount 


Paton (1946) did argue that if ‘convincing evidence’ shows that cost is substantially different from 
fair market value, the asset should be shown at fair market value and the difference between cost 
and fair market value treated as a loss or gift (p. 483).- ; 


2 


The question of exactly when an equity instrument is regarded as issued would require resolution. 
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contributed, the value of the services, would be the amount recorded as the con- 
tribution to equity. 

In keeping with the idea that the issue of stock is a non-reciprocal transaction, 
Storey (1973, p. 325) did not refer to stock-based compensation but to a stock 
option agreement, arguing that: 

A stock option agreement is, or should be, a bargained transaction based on both parties’ 

perceptions of the situation. Both ... have, or should have, in mind estimates of the value 

of the services and expectations about the future price of the optioned stock. Indeed, a 

management or directors who granted options without attempting to value the services to 


be received as part of the consideration or without projecting the market price of the 
corporation’s stock would be derelict in their duty. 


A stock option agreement might begin on the basis of estimates and expecta- 
tions, as Storey suggested, but its non-monetary nature and the passage of time 
during which such an agreement operates raises questions about recognition and 
measurement of the value of the services involved. Both Paton and Storey made 
clear that the services contributed must always be valued because, from the entity’s 
viewpoint, a non-reciprocal transaction involves no consideration in exchange. 


Accordingly, the fair market value of the property received determines the amount of the 
credit to the capital stock. (Paton, 1946, p. 483) 

In principle, recording an issue of stock on exercise of an employee’s stock option 
requires determining the fair value of the employee’s services that are part of the con- 
sideration that the corporation receives for the stock. That value is implicit in the 
agreement. (Storey, 1973, p. 325) 


Both Paton and Storey also acknowledged that if the services received cannot 
be valued, then an expedient alternative amount would be used to approximate 
fair value. Although Paton apparently saw no problem with this alternative, Storey 
expressed concerns about the limitations of that expedient: 


On the other hand, the value of corporate securities on the securities market at approx- 
imately the time that similar securities are issued to reflect contributions by shareholders 
in property other than cash may give important indirect evidence of the fair market value 
of the property received. (Paton, 1946, p. 484) 

Measuring that value by substituting the fair value of the stock issued is an expedient, 
which often works satisfactorily. But if it does not work, the result can be curious or even 
nonsensical. (Storey, 1973, p. 324) . 


Storey’s discussion was appended to Melcher’s (1973) accounting research study 
on stockholders’ equity in which Melcher concluded that stock issued should be 
recorded at its fair value at the date of issue. Storey (1973, p. 321) was clearly 
irritated at the elevation of a ‘measurement expedient to the status of accounting 
principle’ and showed how this ‘evolution from practical rule to principle’ had 
occurred, citing three Accounting Research Board documents (p. 320). Paton had 
been a member of the Committee on Accounting Procedure during the time the 
first of these evolutionary changes occurred.’ Storey presented several common 
examples to demonstrate how the use.of this expedient produced nonsensical results. 


£ Thanks to an anonymous reviewer for making this point. 
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In conclusion he noted that arguments about which market value to use for stock 
options directs attention to the ‘wrong side of a stock issue transaction’, and that 
‘getting back to principle will at least direct our attention to the right problems’ 
(p. 326). The principle that Storey referred to was that the issue of stock and stock 
options is a non-reciprocal transaction in which the entity receives valuable items 
but sacrifices nothing. Although it might be argued that application of this 
principle today results in an ‘Alice in Wonderland outcome’, this principle is firmly 
embedded in the conceptual framework (FASB, 1992, CON6, paras 66, 137; Buffett, 
1998). 


THE FASB’S STANCE IN THE STOCK-BASED 
COMPENSATION PROJECT 


The FASB maintained that stock-based compensation should be recognized in 
financial reports at the fair value of the equity instruments at grant date, such value 
representing the cost to the entity. Clearly, as explained above, this implies that 
stock-based compensation entails reciprocal transactions. If, from the entity’s 
viewpoint, contributions from owners are non-reciprocal, then the issue of stock 
involves no cost whatsoever to the entity because no asset has been sacrificed and 
neither has any obligation been incurred. 

The FASB’s reasoning initially appears consistent with the conceptual idea that 
the transaction is non-reciprocal. The general principles at the beginning of the 
FASB’s exposure draft acknowledge that equity issued should be recognized at the 
amount received, and that ‘if the fair value of the consideration received cannot be 
readily measured, the fair value of the equity instruments issued is used instead’ 
(FASB, 1993, para. 7). However, the FASB then proposed that ‘equity instruments 
issued to employees and the related services received as consideration shall be 
measured and recognized based on the fair value of the equity instruments issued’ 
(emphasis added) at the grant date (paras 8, 10). Such an accounting treatment 
implies that the fair value of the consideration received cannot readily be measured 
although at this point there is no suggestion that this is the case. Instead, the FASB’s 
justification for this approach was that ‘shares of stock awarded to employees have 
long been measured at fair value’ (FASB, 1993, para. 103; 1995, para. 71). Having 
determined to rely on this long-standing custom, the FASB noted that APB 
Opinion 25 lacked ‘an underlying conceptual rationale’, implying that its own 
approach had redressed this void (FASB, 1995, para. 56). 

This long-standing custom of measuring stock-based compensation at fair value 
of the stock issued, which irritated Storey (1973) because it promoted an expedient 
to the status of principle, effectively treats the transaction as a reciprocal transac- 
tion. If, however, the conceptual framework were to provide a rationale for standard- 
setting decisions, then surely this long-standing custom should be rejected. This, of 
course, would then raise questions about the validity of the conceptual framework 
as opposed to the validity of the long-standing custom. If it is the long-standing 
custom that is valid, then the validity of the conceptual framework’s definitions 
must be in doubt. 
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The FASB presented a faulty conceptual rationale to support its stance. It 
used arguments appropriate for reciprocal transactions and applied them to non- 
reciprocal transactions. Consider this: ‘the value of stock options issued to employees 
is compensation [which] is a cost that should be recognized in the income state- 
ment’ (FASB, 1993, para. 42; 1995, para. 75)..-The conceptual framework makes 
clear that the cost of an asset is the ‘sacrifice incurred’, but that there is no sacrifice 
in a non-reciprocal transfer, and therefore no cost to the entity (FASB, 1992, 
CON6, footnote 19, para. 137). At a public meeting of the G4 + 1, Chairman 
Leisenring (2000) provided some explanation for this stance, ‘We [the FASB] 
often get thrown at us that issue of stock options is a transaction with owners. And 
we say, “No, stock options is a transaction with a supplier or employee.”’ CON6 
(paras 60, 68, footnote 31) specifically disallows this idea because the issue of 
equity ‘involves a relation between an enterprise and its owners as owners rather 
than as employees,...or in some other non-owner role’. The issue of equity 
therefore cannot be a transaction with an employee, and this point is clear in the 
footnote, ‘Wages due...and other amounts due to owners in their role as 
employees . . . are liabilities, not part of equity’. 

Leisenring’s comment suggests that whether the issue of stock options is a recip- 
rocal or non-reciprocal transaction depends on to whom the stock options are 
issued. If they are issued to employees then it is a reciprocal transaction and the 
issue of stock options involves a cost to the entity. Footnote 31 is clear that ‘distinc- 
tions between liabilities and equity generally depend on the nature of the claim 
rather than on the identity of the claimant’. Conceptually, the issue of equity 
instruments involves no cost to the entity. Such an issue involves neither transfer of 
the entity’s assets, nor any obligation to transfer assets in the future. Equity instru- 
ments issued merely record the amount of the contribution received and that 
contribution is not necessarily the same as the value of the stock options. 

Another argument presented in the FASB’s basis for conclusions implies that 
the transactions are non-reciprocal but suggests that the expedient, fair value of 
the stock options should be used because ‘the value of employee services rendered 
is almost always impossible to measure directly’ (1993, para. 46; 1995, para. 107, 
emphasis added). If this were true, it may be acceptable to use the value of the 
stock options as an expedient although, as Storey (1973) has observed, the expedi- 
ent is subject to limitations. However, the FASB’s justification for this claim is 
puzzling. There are two parts to the justification. First, an outline of the way in 
which a historical exchange price transaction-based model records reciprocal 
transactions implies dissatisfaction with that method: 


[Because] the value of employee services rendered is almost always impossible to measure 
directly, accounting for the cost of employee services is based on the cost of compensation 
paid, which is presumed to be a measure of the services received. For example, an employee 
who is paid $10 per hour might provide $6 or $14 per hour of value to the employer. 
In either case, compensation cost is measured at $10 per hour. (1993, para. 46) 


The reason why compensation cost is measured at $10 an hour, and not $6 or 
$14, is because this practice reflects the. historical cost model when accounting for 
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reciprocal transactions—the cost to the entity is the amount to, s s; pot T 
the value of the resource received. The FASB seem to be suggesting: that TROSA 
could determine the value of the services received—and there is is*ezekplanition 
why such a determination cannot be nade—then that amount should bè reported: 
One could deduce from this an abandonment of the strict historical cost model 
and adoption of Paton’s (1946, p. 483) suggestion (albeit, it has. never been fully 
developed) that the value of both flaws should be determined and ay (en 
between the two treated as a loss or gift 

The second part of' the justification involves an application of the first part, 
which relates to reciprocal transactiors, to this conceptually non-reciprocal transac- 
tion. In the exposure draft: ‘Similarly. for employee stock options, compensation is 
measured based on the value of stock options granted and not directly on tie value 
of services rendered by the employee’ (1993, para. 46). 

The final standard takes the same approach but presents the reasoning slightly 
differently: 


For that reason [inability to measure value of employee services rendered], accounting for 
the cost of employee services is based on the value of compensation paid, which is pre- 
sumed to be an adequate measure of the value of the services receivéd. Compensation 
cost resulting from employee stock options is measured. based on the value of stock 
options granted rather than on the value of the services rendered by the employee, which 
is consistent with the accounting for other forms of employee compensation. (1995, 
para. 107) 


This second part of the justification confuses kani with non- a trans- 
actions, apparently in an attempt to record these conceptually non-reciprocal trans- 
actions as if they were reciprocal transactions. A problem arises as, conceptually, 
stock options have no cost from the entity’s perspective. Valuing them is irrelevant 
except as an expedient when, and only when, the contribution received cannot 
be measured. Even then, the valuation date would require further consideration 
because, to the extent that market values could.reasonably be used: ‘the market 
prices that appropriately may be used as measurement expedients to approximate 
the fair value of the services received as consideration are the expected market 
prices anticipated by the parties at the time of the agreement’ (Storey, 1973, p. 325, 
emphasis added). 


DISCUSSION AND CONCLUSION 


The FASB’s proposal for recognitior of stock-based compensation was consistent 
with the prompting from the Senate subcommittee (1992) and with observations 
and perceptions of the way in which equity instruments are used. It might be 
argued that the above analysis of the conceptual nature of equity transactions 
ignores reality, denying the way in which stock options are used today. But if so, 
so too does the conceptual framework. Concern about the FASB’s stock-based 


5 Current developments in relation to contributions and taxes siiggest a desire to do exactly that, 
but only for some, targeted transactions (V/estwood and Mackenzie, 1999). 
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compensation project arises not because of the stance adopted by the FASB, but 
because the FASB’s basis for conclusions projects an appearance of consistency 
with the conceptual framework when it is, in fact, inconsistent. 

The designation of transactions as reciprocal or non-reciprocal makes a difference 
to the accounting implications of those transactions. The conceptual framework 
denies the possibility of the reciprocal transactions assumed in stock-based com- 
pensation. If the.conceptual framework’s definitions had been applied in the stock- 
based compensation project, then the accounting proposal would have required 
that the value of the employees’ services be recognized as a contribution to equity. 
Given the popularity of stock-based compensation as a component of salary pack- 
ages, this proposal may well have been recognized as being politically unacceptable, 
highlighting the need for revision of those definitions. 

The idea of developing definitions of the elements of financial reports as part 
of a conceptual framework of accounting provides an opportunity to articulate 
accounting’s theoretical underpinnings. The FASB’s conceptual framework exercise 
provided the model on which other national and international accounting standard- 
setters have drawn. All of the ensuing conceptual frameworks, either explicitly or 
implicitly, have adopted the idea that equity transactions are always non-reciprocal, 
and this is an important part of the distinction between liabilities and equity. 

Failure to acknowledge that this aspect of the distinction between liabilities and 
equity is inappropriate leaves open the potential for serious inconsistencies in 
other projects in either the FASB’s jurisdiction, or in the other jurisdictions that 
have drawn on the FASB’s conceptual framework. The FASB attempted to justify 
conceptually its preferred treatment of stock-based compensation without admit- 
ting it was applying a treatment for reciprocal transactions, but other projects may 
apply strictly, or build on, the idea that equity transactions are non-reciprocal. 

The timing of the FASB’s projects to reconsider the distinction between liabilit- 
ies and equity suggests some awareness that the current distinction is problematic. 
Indeed, the stock-based compensation project was delayed until the 1990 project 
had been completed. The FASB, in its latest effort to reconsider the conceptual 
distinction between liabilities and equity, should acknowledge that the implications 
of treating equity transactions as non-reciprocal deny the way in which equity 
instruments are used in business transactions. The distinction between liabilities 
and equity requires change. 

The political controversy arising from the FASB’s proposals faded when the 
FASB reduced its financial reporting requirements to disclosure. The FASB, how- 
ever, retains the conviction that ‘employee options have value and are compensa- 
tion’, believing that ‘disclosure is not an adequate substitute for recognition’ (Zeff, 
1993; p. 516; FASB, 1995, para. 62). While the distinction between liabilities and 
equity remains unchanged in the conceptual framework, the FASB cannot appro- 
priately use the conceptual framework to imply support for its conviction. 
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Contextualizing the Process of Accounting 
Regulation: A Study of Nineteenth-Century 
British Friendly Societies 


Friendly societies date from the seventeenth century and have been the 
subject of statutory recognition and regulation since 1793. These societies 
developed rapidly in the nineteenth century as a mechanism of self-help 
for the emerging industrial working class. This article embraces an histor- 
ical examination of the social, economic and political contexts within which 
a discourse on the issue of their regulation took place and reveals the 
ideologies underpinning the disciplinary framework that was constructed. 
Ideas of the philosophical radicals were influential in making friendly 
societies the subject of closer regulation. This development came at a time 
when laissez-faire as a guide to government action gave ground to the 
acceptance of the need for state control in the endeavour to enhance the 
common good. The concepts of paternalism and financial safety are found 
to have influenced the decision to regulate friendly societies, and the dis- 
ciplinary framework constructed is located within the range of provisions 
applying to organizational entities operating in nineteenth-century Britain. 
Key words: Accounting; Accounting regulation; Friendly societies; Laissez- 
faire. 


A wide range of ideas or theories have been developed concerning the most effect- 
ive method of improving the accountability of business organizations. The case for 
the market vis-à-vis regulation has been rehearsed by, for example, Rahman (1992), 
Taylor and Turley (1986) and Watts and Zimmerman (1986). In the context of 
nineteenth-century accounting developments, much of the literature portrays the 
period principally as one of laissez-faire in relation to accounting matters (for 
example, Edey and Panitpakdi, 1956; Watts, 1977; Watts and Zimmerman, 1979; 
Jones and Aiken, 1995, 1999; cf. Walker, 1996, 1999), though Parker (1990), draw- 
ing on the work of Crouch (1967), has demonstrated the willingness of govern- 
ments to introduce legislation for particular categories of company in circumstances 
involving monopoly, privilege and ‘safety. 

The catalyst for the imposition of legislative requirements on British companies 
during the nineteenth century generally was financial failure. The events responsible 
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for the imposition of accounting and/or audit regulations on railways in 1867/8, life 
assurance companies in 1870 and banks in 1879 are judged to have been, respect- 
ively, the failure of the London, Chatham & Dover Railway (Wang, 1918, p. 159; 
Pollins, 1956, p. 342; Cottrell, 1975, pp. 30-3), the Albert Life Assurance Company 
(Westall, 1991) and the City of Glasgow Bank (French, 1985). Indeed, registered 
companies in general, created in 1844 following the report of a government com- 
mittee (chaired by Gladstone) set up to inquire into ‘miscarriage or fraud’ associ- 
ated with ‘bubble Companies’ (British Parliamentary Papers [BPP] 1844, vii, p. iii), 
were the subject of accounting regulation until all such provisions were relegated 
to the model articles of association attached to the Companies Act 1856 (19 & 20 
Vict., c. 47). 

The existing relevant literature on accounting regulation’ gives little attention 
to the peculiar characteristics of non-profit making organizations in which the 
stakeholders have non-transferrable interests. Prominent amongst these, in the 
nineteenth century, were the mutual associations that flourished during the British 
Industrial Revolution. These instituticns took a variety of forms and were designed, 
in different ways, to provide financiel relief for the labouring classes in times of 
need through a system of mutual self-help and prudence based on acceptance of 
personal responsibility. Such institutions included building societies, industrial and 
provident societies, cooperatives, saviags banks and, most significantly, the friendly 
societies that are the subject of this work. By 1874 (BPP 1874, xxiii, part 1, p. viii), 
friendly societies could be established within the law to collect subscriptions from 
their millions of members for: insuring a sum of money not exceeding £200 to be 
paid on the birth of a member’s child, on the death of a member, and for the 
funeral expenses of a member’s wife; the relief and maintenance of members, and 
certain of their relatives in old age, sickness, or widowhood, up to a maximum 
annuity of £30 per annum or an endowment of £200. I 

The creation of the British welfare state immediately after the Second World 
War, with its promise to look after everyone in need from ‘cradle to grave’, de- 
prived friendly societies of much of their purpose. Fifty years later, with the State 
welfare and social security system under long-term financial pressure due to a 
combination of factors which include cost escalation and voter resistance to higher 
taxation, some interest has been shown in a renewed role for friendly societies 
(see, for example, Yarrow, 1993; Doward, 1998, p. 4). Indeed, the Friendly Societ- 
ies Act 1992 was designed ‘to protect and foster the traditional values on which 
friendly societies are founded, whilst encouraging them to compete more effect- 
ively and secure the future of friendly societies for the foreseeable future’ (Wilson, 
1993, p. 10). The conversion to corporate status and the resulting payment to 
members of attractive sums of money on the demutualization of building societies 


1 The term ‘accounting regulation’ is widely used to refer to the actions of regulatory bodies in rela- 
tion to the accounting profession, its constituent bodies, its members or even its methods (see, for 
example, Puxty et al., 1987; Walker, 1987, 1993; Fogarty, 1992). In this article, the term ‘accounting 
regulation’ has a different connotation, namely regulating the type and level of accountability re- 
quired from particular sectors and organizations within society. 
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and insurance companies, however, have been a much more telling reflection of 
attitudes towards mutual associations in Britain during the 1990s. 

Against this background, the purpose of this paper is to examine why there was 
a willingness to impose accounting regulations on British friendly societies during a 
period—the nineteenth century—when the government generally refused to intro- 
duce corresponding arrangements for companies incorporated under the com- 
panies legislation, other than in response to highly publicized instances of corporate 
failure. To achieve this objective, we undertake an historical examination of the 
social, economic and political contexts within which a discourse on the issue of 
friendly society regulation took place, thus revealing the ideologies underpinning 
the disciplinary framework that was constructed. The remainder of this article is 
structured as follows. First, we examine the nature of, and the tensions between, 
philosophies that helped define the direction and content of legislation enacted by 
successive British governments during the nineteenth century. Next, we summarize 
the origin, objects and growth of the friendly society in that period, and then 
examine the development of a system of accountability and the move towards 
closer central control. The deliberations of the Royal Commission on Friendly and 
Benefit Building Societies 1871-4 are then explored, where a concern to imple- 
ment legislation capable of ensuring the greatest happiness for the greatest number 
conflicted with the desire to avoid unnecessary paternalism. The way in which 
these diverse priorities were resolved is then examined. The final section places the 
events and developments elucidated here in the context of nineteenth-century 
regulatory provisions in Britain and the contemporary political philosophies. The 
resources drawn on are nineteenth-century parliamentary papers, statute law, the 
works of contemporary writers and more recent secondary sources. 

A distinctive feature of this article, in contrast to recent studies in accounting 
regulation, is that ideology is not assumed to be constant. Most recent studies hold 
ideology constant because they have been conducted in times when the ideological 
underpinnings have remained unchanged for a reasonable length of time. This 
study deals with a time period over which the transition from the agricultural age 
to the industrial age occurred. In such transitory situations, one sees changes in 
ideologies because of-certain necessities arising from movements in the demo- 
graphic factors of society. In the case of eighteenth- to nineteenth-century Britain, 
the movement of population from country to cities saw the need for a shift of 
paternal responsibility from the aristocracy to the state. However, here it is shown 
that the state did little more than provide the framework within which the markets 
and associations of different types might shoulder the responsibilities previously 
borne by the aristocracy. By going back to a time when there were few rules and 
regulations, this study also permits the identification of the primary constructs of 
the regulatory scene. This is often not possible in more recent studies because rules 
and regulations are set within a constrained environment where the proclivities of 
the existing regulatory framework surrounding the regulation being examined cloud 
the analysis of the construction of that regulation. Returning to a low-regulated 
environment has permitted an examination of the basic social reasoning behind the 
introduction of regulations relating to accounting, publicity and audit. 
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In order to understand the nature of, scope of and limits to the legislation intro- 
duced for friendly societies, it is important to be aware of the main economic and 
political philosophies moulding the opinions of the ‘influential classes’ of the day 
(Gosden, 1961, p. 155). The enabling Act of 1793 (see below) entered the statute 
books seventeen years after Adam Smith’s treatise, The Wealth of Nations, had 
laid the theoretical foundation for laissez-faire capitalism arguing that pursuit 
of self-interest, within the confines of constitutional government, was also in the 
public interest. The development of this ideal by the classical economists helped 
produce what has been captioned ‘the laissez-faire era”? though attempts to define 
a chronology have proved problematic and produced an array of start and end 
dates (Taylor, 1972, ch. 7). There is, however, a strong body of opinion that ‘the 
high tide’ of laissez-faire was reached with the achievement of free trade-in corn 
and the repeal of the Navigation Laws in the mid-nineteenth century, and that its 
decline set in ‘from the 1870s when the advent of the Great Depression and the 
rise of labour coincided with new trends in economic and social thinking’ (Taylor, 
1972, p. 16). 

The theories of the classical economists were subject to modification and revision 
through the utilitarian movement. Jeremy Bentham’s Fragments of Government 
—published in the. same year that Smith’s magnum opus appeared—has been 
described as ‘a piece which attempts to introduce common sense and scientific 
method into the discussion of the affairs of state’ (Scruton, 1995, p. 223). Utilitari- 
anism had its roots in the work of others, in particular that of the Scottish philo- 
sopher David Hume (Scruton, 1995, ch. 9), but it was Bentham who provided these 
ideas with a framework to enable their practical application. Indeed, it has been 
asserted that Bentham was ‘less important as an original utilitarian thinker than 
as a systematiser and publicist of its [utilitarianist] doctrines’ (Scarre, 1996, p. 72). 
Nevertheless, as the acknowledged leader of the ‘philosophical radicals’, he proved 
capable of inspiring others with his commitment for reform in all departments 
of public life. His ideas were absorbed by a group, alternatively described as 
Benthamites (Conway, 1990, p. 78),.which did much to bring about the radical 
reform of British government in the nineteenth century (DNB, 1917, VoL II, esp. 
273-5, 278; Taylor, 1972, ch. 5). 

The ideas of Bentham were. wide-ranging and complex, but it is possible to ex- 
press the key features in a few words for the purpose of this paper. His conviction 
that man seeks pleasure and avoids pain is central to the following extract: 


2 Doubts cast by revisionists (for example, Brebner, 1948; Roberts, 1960) on whether there ever was 


a laissez-faire era have been countered by Crouch’s (1967) distinction between ‘crude’ laissez-faire, 
which he sees as the subject of the revisionists’ attack, and ‘refined’ laissez- faire, as envisioned by 
Adam Smith. 


The existence of an alternative, incrementalist, perspective that sees cautious modifications made by 
the state to existing institutional arrangements even during the early Victorian period is acknow- 
ledged (Lubenow, 1971, esp. pp. 9, 185). The concept of incrementalism is applied to y the a issue of 
accountability by Walker (1998). 
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Nature has placed mankind under the governance of two sovereign masters, pain and 
pleasure . . . They govern us in all we do, in all we say, in all we think: every effort we can 
make to'throw off our subjection will serve but to demonstrate and confirm it. In words a 
man may pretend to abjure their empire, but in reality he will remain subject to it all the 
while. (quoted in Scruton, 1995, p. 224) 


Bentham transformed this observation into a principle by concluding that it is 
for pleasure and pain alone ‘to point out what we ought to do, as well as to deter- 
mine what we shall do’. Thus Bentham was able to deduce his famous ‘principle of 
utility’, namely that ‘the greatest happiness of all those whose interest is in question’ 
is ‘the only right and proper and universally desirable end of human conduct’ (quoted 
in Scruton, 1995, p. 224; see also DNB, 1917, Vol. IL, p. 271). Bentham’s theory was 
therefore intended to provide a system for judging behaviour and taking action by 
expressing outcomes ‘in terms of intelligible profit and loss’ (Scruton, 1995, p. 223; 
see also p. 224). 

It naturally followed from these precepts that there was no reason why the 
pleasure of one individual should not be sacrificed for the common good; indeed, 
such causation would seem inevitably to flow from Bentham’s analysis. It is here 
that we find the roots of the tension that sometimes surfaced between the classical 
economists and the philosophical radicals, though there were many prominent 
political thinkers who should not be pigeonholed into either category and who 
drew on both schools of thought in developing and implementing their ideas (Taylor, 
1972, p. 34).* Indeed, even amongst the utilitarianists, Perkin perceives a funda- 
mental ambiguity ‘between the natural harmony of individual interests in society, 
independent of government action, and the artificial harmony of interests, pro- 
duced by government intervention’ (1969, p. 322, emphasis in original). A rough 
and ready characterisation would see the utilitarianists favouring a certain degree 
of government action and the classical economists envisaging it only as a last resort. 
Often, however, ‘the two ideals could live cheek by jowl, even in the same thinker’ 
(Perkin, 1969, p. 322). Classical economic theory recommended the general policy 
of non-intervention by the state on the utilitarian grounds that the majority in 
society were the gainers by leaving individuals to take, implement and bear the 
consequences of whichever economic choices they made. The need for state action 
was acknowledged but limited to the provision of a legal framework for making and 
enforcing contracts, and for defending the liberty, rights and life of persons and 
property (Gibbins, 1990, p. 101). The utilitarians were willing, albeit in some cases 
reluctantly, to countenance more extensive legislative action as dictated by the 
balance of the measured ‘profit or loss’ estimated to result from a proposed measure. 

In the period approximately encompassed by the years 1830 to 1870, British 
parliamentary activity underwent a notable change. It saw the passage of legisla- 
tion that epitomized the heyday of laissez-faire, but also witnessed vastly increased 
state involvement in other areas, particularly social administration. Conway gives 
the following examples: 


4 Kittrell (1966) has also shown that laissez-faire was never a dogmatic formulation in classical polit- 
ical economy, but was always subject to the practical test of utility. 
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the Poor Law was remodelled to bring it under central supervision; factories and mines 
were subjected to regulations limiting or prohibiting the employment of certain types 
of labour and making mandatory the adoption of new safety procedures; general public 
health legislation was passed; police forces were established throughout the oe and 
state participation in education was inaugurated. (1990, p. 71) i 


These reforms have been judged to constitute a ‘nineteenth-century revolution 
in government’ (Conway, 1990, p. 71), although attention has been drawn to the 
fact that such outcomes cannot wholly be attributed to the practical application 
of a utilitarian philosophy. Indeed, Taylor (1972, p. 33) reveals that some writers 

express a preference for the organic rather than ideological explanation of the 
` forces making for increased government activity in Victorian society. While some 
have sought to minimize the contribution of Bentham, others have taken the view 
that, if Bentham had not lived, he would have had to be invented (Taylor, 1972, 
p. 37). A fair assessment might be that the influence of Bentham was significant 
even if felt only through his followers (Conway, 1990, p. 82). Benthamism was 
diffused through a number of routes explored by Conway (pp. ped) and his im- 
pact has been assessed as follows by Harold Perkin: 


There were no doubt reforming administrators who had not read Bentham, and some 
perhaps—although it is very hard to believe—who had not heard his name... those who 
had read Bentham, or talked to those who had, could tavel all the faster for knowing 
where they were going. (1969, p. 269) 


As noted above, the utilitarians remained selective concerning the areas where 
state intervention was considered justified. On economic questions, according 
to C. R. Fay (1928, p. 368), ‘the will of the manufacturers and the abstract laws of 
political economy’ were to be given full play, whereas a measure of paternalistic 
control by the state was judged to be required in the case of social questions (1928, 
pp. 367-8). 

The concept of laissez-faire was therefore intertwined, during the nineteenth 
century, with the issue of paternalism. The latter issue gained prominence with the 
need to establish a new order in society following the collapse of earlier traditions 
which ‘carried the flavour and tone of reverential admiration for paternalistic 
social arrangements with their ethic of noblesse oblige, social subordination, and 
deference’ (Perkin, 1969, p. 183). What Perkin describes as ‘the abdication on the 
part of the governors’ of their historical responsibilities (p. 183), together with the 
assembly of workers in towns and factories and the emergence of the entrepreneur, 
caused the established, multi-layered, hierarchical structure to be rearranged into 
three identifiable classes in potential conflict with one another. The growing reluct- 
ance of the aristocracy to fulfil its traditional responsibilities and its increasing 
enthusiasm for state action in the form of deregulation to further their own self- 
interest was a key factor in this process. Such action 


consisted in the deliberate dismantling of the whole system of paternal protection of the 
lower orders which had been a pride of the old society and the justification of its inequalit- 
ies. In the early years of the nineteenth century practically the whole of the centuries-old 
legislation protecting the workers’ standard of living and conditions of work was repealed, 
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and a campaign waged, not less resented for being unsuccessful, to abolish the most 
symbolic of all paternal protections, the poor law. (Perkin, 1969, p. 184% 


It therefore fell to successive governments during the Victorian era to consider 
whether, and the extent to which, the concept of noblesse oblige should be re- 
placed by state paternalism. Government was concerned to address the problem 
but there was no royal road forward. The priorities of the newly emerging classes 
within society and the interplay between the contemporary philosophies of polit- 
ical economy and utilitarianism created a complex arena within which parliament 
sought to govern a new social and economic order. These tensions and conflicts 
underlay attempts to develop an acceptable and effective legislative framework both 
in general and within endeavours to devise a meaningful mechanism for account- 
ability. Paternalism was not to be embarked upon lightly in Victorian society. 

The Oxford philosopher, T. H. Green (1836-82), was a vehement anti-paternalist 
who believed that ‘laws have been made which check the development of the 
moral disposition’. Central to this problem was the creation of ‘legal institutions 
which take away the occasion for the exercise of certain moral virtues (e.g. the 
Poor Law, which takes away the occasion for the exercise of parental forethought, 
filial reverence, and neighbourly kindness)’ (quoted in Bellamy, 1990, p. 142). Thus 
stood condemned, in Green’s estimation, that creation of the utilitarian reformer, 
Edwin Chadwick, the Poor Law Commission.’ Green may nevertheless be seen as 
a utilitarian keen to further the common good, but with government action limited 
by his ‘general belief that the State should merely impede hindrances to self- 
development which could not be reasonably removed by either individuals them- 
selves or with the aid of the benevolent support of others’ (Bellamy, 1990, p. 143). 


5 Consistent with Lubenow’s organic/incrementalist model to explain state action in Victorian Britain 
(1971, p. 28), Perkin sees the landed classes using the ideas of theoreticians to articulate and justify 
a course of action already in train (Perkin, 1969, p. 187). This contrasts with the often assumed 
direction of causation, summarized as follows by the British Prime Minister, William Pitt, the Younger, 
in 1795: ‘It was unnecessary to argue the general inexpediency of any legislative interference as the 
principles had been recognised by the honourable gentleman himself. The most celebrated writers 
upon political economy and the experience of those states where arts had flourished most, leave 
ample testimony to their truth’ (quoted in Perkin, 1969, p. 186). 


$ There are isolated, though important, examples of the new entrepreneurial classes assuming the 
kinds of responsibilities previously performed by the landed gentry. The communities built-up by 
Arkwright at Cromford, Strutt at Belper, Samuel Greg of Bollington, Styal at Caton, and David 
Dale at New Lanark are seen by Perkin as ‘examples of the old society in miniature’ (1969, p. 178). 
Moreover, the concept of noblesse oblige did not suffer an entirely abrupt demise, and evidence of 
philanthropic behaviour continued through the nineteenth century causing Beatrice Webb (1858— 
1943) to conclude that the elimination of private charity was one of the more significant changes that 
had occurred during her own lifetime (Lubenow, 1971, pp. 19, 21). 


7? This institution provided, from 1834, direction at local level for the administration of the new poor 
law relief (Lubenow, 1971, pp. 180-1). 


£ Green’s crusading zeal was directed at the liquor trade, in particular, which he saw as responsible for 
drunkenness and depravity among the lower classes but perpetuated by the vested interest of Con- 
servatives determined to hinder the progress of the labouring classes (Bellamy, 1990, p. 143). His 
aim was therefore to remove such obstacles to self-help and to enable individuals to take responsibil- 
ity for their own lives within Victorian society. 
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Lubenow and Perkin see economic arguments exploited to resist paternalistic state 
action and instead press for ‘cheap and efficient government’ as perceived pre- 
conditions for a strong and healthy economy (Perkin, 1969, p. 309; Lubenow, 1971, 
pp. 12, 186). The reluctance to embrace state paternalism was further buttressed by 
historical argument as summarized bv Walter Bagehot: 


our freedom is the result of centuries of resistance, more or less legal, or more or less 
illegal, more or less audacious, or more or less timid, to the executive government. We 
have, accordingly, inherited the traditions of conflict, and preserve them in the fullness of 
victory. We look on state action, not as our own action, but as alien action; as an imposed 
tyranny from without, not as the consummated result of our own oe wishes. (guaren 
in Lubenow, 1971, p. 184) 


We therefore find the case for state action having to surmount difficult bus 
which included the risk of creating a dependency culture amongst the lower classes, 
the need to allow free rein to entrepreneurial spirit and the pervading effects of 
Britain’s cultural inheritance. ` 

The tensions between contemporary philosophies concerning the appropriate 
role of nineteenth-century governments in regulating business and personal affairs, 
discussed above, were a prominent and important feature of the debate concerning. 
the relationship between the state and that socially and econouncally semivant 
mutual association, mg friendly society. 


- ORIGIN, OBJECTS AND GROWTH OF FRIENDLY SOCIETIES 


The precise origin of friendly societies is unclear but those societies which would 
have been recognisable to their nineteenth-century members date from the late 
seventeenth century, with the Friendly Benefit Society of Bethnal Green one of the 
first founded in 1687 (Gosden, 1961, p. 2). Their number increased rapidly from 
about 1760 in line with migration fram the country to the cities as a consequence 
of Britain’s rapid industrialization. 

The early friendly societies appear to have been formed for social reasons as 
well as to insure against hardship in times of financial need. The convivial activities 
of such societies may sometimes have been as important as, if not more important 
than, the financial. According to Gosden, ‘the “industrious classes” sought to let a 
little entertainment and colour enter their drab lives’ and this led them to ‘The 
ritual of initiation, the good fellowship of the lodge room and the celebrations of 
the annual “club day”: [which] meant much to members’ (1961, p. 10). Or, as Perkin 
has put it, friendly societies flourished due to the attraction of ‘goodfellowship, 
conviviality, and a sense of belonging to a secret and powerful. free masonry’ 
(Perkin, 1969, p. 382). Turning to their protective role, the ‘act for the Encourage- 
ment and Relief of Friendly Societies’ 1793 provides a broad description of con- 
temporary concerns and how they might be met by such institutions: ‘the mutual 
Relief and Maintenance of the said Members in Sickness, old Age, and Infirmity, 
[which] is likely to be attended with beneficial Effects, by promoting the Happiness 
of Individuals, and at the same Time diminishing the publick Burdens’ (33 Geo. 3, 
c. 52). The support offered by friendly societies ranged from the provision of ‘only 
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that barest minimum of social security, a decent, non-pauper funeral’ to medical 
treatment and the payment of pensions to widows and orphans. 

Numerically, the most important categories of friendly society were the local soci- 
eties and the affiliated orders (Oddfellows, Foresters, Druids, Ancient Shepherd, 
Rechabites). The local societies could be divided, in turn, into two broad groups; 
those whose members followed the same occupation, raising concern among the 
ruling classes of potential links with the trade union movement, and those with a 
mixed membership. The local societies were small-scale, often located around ale 
houses and with perhaps no more than a hundred members. Their appeal was 
complete independence, power of self-government and the right to undertake 
whatever activities were considered appropriate based on a consensus achieved 
between the members. The affiliated orders date from 1816 with the creation of 
the Manchester Unity of Oddfellows.’ By 1875, the Manchester Unity had 496,529 
members and 3,074 lodges throughout the counties of England, with the highest 
representations in Lancashire (507 lodges) and Yorkshire (444 lodges) (Gosden, 
1961, pp. 30-4). f 

Outside the two main groups were more anonymous organizations designed to 
provide identified services ‘over the counter’, there being no connection or per- 
sonal acquaintance between the institution and the members as there was in the 
traditional form of friendly society. The Hearts of Oak and Royal Standard are 
examples of centralized organizations with no agencies outside London. Their 
members transmitted their contributions by post-office order and received sick pay 
and other benefits in the same way. The control of these societies was usually in 
the hands of a managing committee which reported to an annual general meeting. 
There were also specialist burial societies such as the Royal Liver Friendly Society 
with about 600,000 members in 1875 and the Liverpool Victoria Legal Society with 
about 200,000 members at the same date. The financial importance of these organ- 
izations to the administrators rather than the members is indicated by the fact that, 
for the year ended June 1871, the Royal Liver collected into its burial fund £176,053 
of which £67,088 was incurred in management expenses (Gosden, 1961, p. 59). 

Overall, there were an estimated 4 million members of friendly societies in 1872, 
and these were heavily concentrated throughout Lancashire, Yorkshire and other 
industrial counties of the north and mid-England.”° At that time, they boasted four 


° Clubs called ‘Oddfellows’ date at least from the eighteenth century with the earliest records being 
those of the Aristarcus Oddfellows’ meeting at the Globe Tavern, Hatton Garden, in 1748. These 
clubs grew in number in the nineteenth century and became affiliated as the Manchester Unity of 
Odd Fellows. Their activities appear initially to have been entirely of a convivial nature though, 
gradually, the financial self-help role of the friendly society was also assumed. They were increas- 
ingly well organized and played a leading role in the development of reliable statistics that could be 
used as the basis for fixing premiums (Gosden, 1961, pp. 3, 26; 1973, pp. 50-9). 


10 A more precise though partial measure of the overall economic significance of friendly societies 
around the end date for this article is given in the Report of the Chief Registrar and Friendly Soci- 
eties for 1876. This tells us that returns had been received from 11,282 societies with a membership 
of 3,404,187 and total funds of £9,336,948 (BPP 1877, lxxvii, p. 9). It was estimated that a further 
14,805 societies had failed to make a return (BPP 1877, xxvii, p. 11). 
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times as many members as trade unions and twelve times as many members as the 
cooperative societies (Perkin, 1969; p. 381). - 


EARLY REGULATION OF FRIENDLY SOCIETIES 


The attitude of the opinion-formers within society towards mutual associations in 
general, and friendly societies in particular, altered markedly over the years. Friendly 
societies appear to have been initially welcomed by the ‘influential classes’ (Gosden, 
1961, p. 155) as a means of minimizing the financial burden imposed by local 
taxation on the property owners within society; that is, they were seen asa mech- 
anism to help achieve ‘cheap and efficient government’. By 1815, concerns were 
developing that ‘friendly societies were revolutionary in some way, and even those 
who did not fear that benefit clubs were themselves agents for revolution feared 
that they might be used as cloaks behind which revolutionaries might do- their 
work’ (Gosden, 1961, p. 156). It was certainly the case that the friendly society 
legislation was sometimes exploited by trade unions to protect their funds ‘and to 
‘secure a less troubled existence’ (Gosden, 1961, p. 9). There is also evidence to 
show that the funds of friendly societies were used, on occasions, to provide support 
for striking militant workers. Friendly societies are seen by Perkin as one con- 
sequence of the emergence of an identifiable class structure during the nineteenth 
century, but he believes they were ‘non-revolutionary, ameliorative organisations 
designed to mitigate by mutual insurance, the insecurities of a competitive system 
without in any way seeking to overturn it’ (1969, p. 382). The emergence of friendly 
societies may be seen, nevertheless, as part of the process of the creation of an 
identifiable and coherent working-class movement. Though quite different in focus 
from trade unions, their i a on group behaviour was equally marked Perkin, 
1969, pp. 32, 177). 

The fear that societies were subversive or that they were ‘capable of being 
exploited for revolutionary purposes appears to have persisted until the Reform 
Act of 1832 but then subsided over the next forty years (Gosden, 1961, p. 158). A 
factor in this process was the closer regulation of their affairs achieved under the 
Friendly Societies Act of 1829. Earlier legislation had encouraged friendly societies 
to develop under the supervision of the same individuals—the local justices—that 
had responsibility for the administration of poor relief until that work was trans- 
ferred to an anonymous administrative unit—the Poor Law Commission—with the 
passage of the Poor Law Amendment Act 1834. In 1829, a similar, though more 
gentle, transition occurred in favour of central control in the case of friendly soci- 
eties. According to Gosden, the move towards a greater element of centralized 
control must be seen against the ‘background of a great increase in the political 
importance of men who believed in efficiency in their business and of the demands 
of the Philosophic Radicals for a like efficiency in the reorganisation of the poor 
law and of local government’ (1961, p. 178). Indeed, it is thought that Edwin 
Chadwick took the centralized administrative machinery provided for friendly soci- 
eties, in 1829, as his model for the Poor Law Commission (Gosden, 1961, p. 178; 
see also Coombs and Edwards, 1990). 
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The move towards centralized control] nevertheless remained tentative, amount- 
ing to little more than requirements for the rules of aspiring societies to be ap- 
proved by a barrister and for quinquennial returns of sickness and mortality to be 
made to the local clerk of the peace for onward transmission to central govern- 
ment (Gosden, 1961, p. 177). The barrister appointed was Tidd Pratt, initially not 
even a civil servant, whose remuneration comprised the fees charged to registering 
societies. The trend towards central control moved almost imperceptibly forward 
in 1846 when Pratt became a government-paid employee with a salary of £1,000, 
the title of Registrar of Friendly Societies," and the right to collect directly the 
quinquennial returns (Gosden, 1961, pp. 180-1). 

The accountability requirements introduced by the Friendly Societies Act 1829 
made it clear that the treasurer of the society could be called to account at any 
time by either the members or any committee of management to which relevant 
powers had been delegated (10 Geo. 4, s. 12, s. 14). In addition, the treasurer was 
required, annually, to prepare a ‘General Statement of the Funds and Effects’ of 
the society ‘together with an account of all and every the various sums of money 
received and expended’ (s. 33). The powers-of audit were to be conducted by ‘two 
or more members of such society appointed auditors for such purpose’ (s. 33). The 
1855 Act ‘to consolidate and amend the law relating to friendly societies’ extended 
the possible appointees to ‘some fit and proper person or persons’ chosen by 
the committee of management (18 & 19 Vict., c. 63, s. 22), thereby removing the 
restriction on appointment to a member of the society. It also contained provision 
for societies to submit to the Registrar, in addition to the quinquennial return, an 
annual return comprising the ‘General Statement of the Funds and Effects of 
such Society during the last Twelve Months, or a Copy of the last annual Report’ 
(18 & 19 Vict., c. 63, s. 45}. 

The Rules of the Amicable Friendly Society, Chester, issued in 1849, may not 
have been untypical in their interpretation of the regulatory provisions introduced 
from 1829 onwards. Rule 6 required that the secretary shall 


keep the society’s accounts, and shall produce the same for the examination of the Aud- 
itors whenever they may require. At the close of each year he shall prepare a statement of 
the funds and effects of the society for the past year, specifying particulars; after being 
examined and approved by the Auditors, it shall be printed, and each member entitled to 
acopy... 


In the absence of precise statutory direction concerning the form of the accounts, 
there was considerable variety in practice. The annual accounts might be extremely 
detailed; the ‘Financial Report’ prepared for the 15,483 members the Operative 
Stone Masons’ Friendly Society of England and Wales for 1864/5 (Annual Audit of 
the Operative Stone Masons’ Friendly Society, of England and Wales, From Decem- 
ber, 1864, To December, 1865) included: an account of ‘receipts’ and ‘expenditure’ 
for each of the society’s 274 lodges, occupying 142 pages; a ‘Total Income and 


"A position he held for nearly a quarter of a century through to 1870. 
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Expenditure Account of the Society”; and a five-page breakdown of the indi- 
vidual receipts and payments of the society as a whole, mainly comprising cash 
transfers to and from the lodges. 

Following the passage of the Friendly Societies Act 1875 (see below), the re- 
quired content of the accounts was specified in detail in an endeavour to achieve 
uniformity and appropriate disclosure. i 


THE REGULATORY DILEMMA 


The growth of the friendly society movement throughout the nineteenth century 

was the subject of a number of government enquiries, with the most complete 

picture: of their operations provided through a series of four reports from the 

Royal Commission on Friendly and Benefit Building Societies which sat from 1871 

to 1874. The question of how to achieve improved accountability loomed large-i in 

the deliberations of that august body of Commissioners comprising prominent 
_ liberal and conservative politicians chaired by Sir Stafford Northcote, 

The need to balance signs of a growing momentum towards centralized con- 
trol with the continuing belief: in personal responsibility was a delicate exercise. 
As late as’ 1890, one of the Commissioners, C. S. Roundell, proclaimed that ‘the 
record.of the progress of Friendly Societies is a record of the sturdy self-help, 

` the self-dependence, the independence of Englishmen, of which as a nation we 
may well bë proud’ (quoted in Gosden, 1961, p. 163). The dilemma caused by 
the existence of conflicting political philosophies was clearly in evidencé during 
parliamentary discussion of the Bill introduced, in 1875, to achieve closer regula- 
tion of their: affairs: ‘In -the climate of opinion neither [political party—liberal 
nor conservative]. dared to confess that there was any virtue in state interference, 
both sought to pose as the more effective champion of independence’ (Gosden, 
1961, p. 163). This paradox was entirely transparent i in the deliberations of the 
Royal Commission. ` 

The -Commissioners were undoubtedly keen to aie friendly societies in the 
belief that they would ‘enable the great bulk of our labouring population to main- 
tain their independence of eleemosynary and statutory assistance, and . . . will enorm- 
ously diminish the pressure of the poor rates’. (BPP 1874, xxiii, part 1, xvi). State 
intervention was deemed justified for the following interrelated reasons (BPP 1874, 
xxiii, part 1, xvi): 


[such] institutions are liable to gross perversion, and. may, partly through i ignorance and 
partly through fraud, be made engines of mischief rather than of good to those for whose 
benefit they are nominally established; that the members, if left to themselves, have no 
means of guarding themselves, against these abuses, which they often- cannot even dis- 
cover until irrepatable mischief has been done; that consequently many persons are dis- 
couraged from joining them, and that others who do join them find themselves ruined by 
doing so. 


2 The account of ‘receipts’ and ‘payments’ for each lodge and the ‘Total Income and Expenditure 
Account of the Society’ were simple summaries of cash receipts and cash payments. 
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Government concern with the financial stability of friendly societies was high- 
lighted in a letter from the Home Secretary, H. A. Bruce (Lord Aberdare), inviting 
Sir Stafford: Northcote to become chairman of the proposed Royal Commission. 
Having referred to the fact that the rules of friendly societies were certified by the 
Registrar and the tables used for granting annuities were certified by an actuary, 
Bruce continued: “The state of the law-is not found to prevent societies duly certi- 
fied from being fraudulently or incompetently managed. Tidd Pratt believed that 
not 25 out of the 20,000 friendly societies were so managed to secure them from 
considerable risk of failure’ (quoted in Gosden, 1961, p. 94). 

One of the fundamental causes of incompetent management giving rise to the 
‘problem of financial [in]stability’ was, according to Gosden (1961, p. 95), ‘the simple 
one of too much benefit for too little contribution’. For many years, the Achilles’ 
heel of the friendly society movement had been the lack of meaningful statistics 
for sickness and mortality for use by management. According to Gosden (1961, 
p. 100), ‘Thus the growth of an actuarial science between 1825 and 1875 was both 
a consequence and a cause of the development of the friendly societies’. But although 
the availability of reliable data on which to base contributions was much improved 
by the time the Royal Commissioners met, clearly it did not always follow that this 
knowledge was effectively employed by management. 

Turning to the question of fraud, a number of witnesses drew the Commis- 
sioners’ attention to ‘extravagant and dishonest management’ through overchar- 
ging salaries and expenses, the promotion of bogus societies, embezzlement, the 
promoters’ acquisition of land for resale to the society at a profit, and the fraudu- 
lent conversion of interest earned on society funds (BPP 1871, xxv, BPP 1872, xxvi: 
Strachan,. minutes 4,743-5; Lee, minute 5,735; M’Quhae, minutes 17,609-22; 
Harmood Banner, minutes 22,216-34). Actual amounts misappropriated were iden- 
tified, and the surrounding circumstances described, by James Bolton Reay giving 
evidence as a representative of six societies (minute 5,338), William M’Quhae, who 
conducted prosecutions on behalf of the Corporation of Manchester (minute 17,620), 
Alfred Allott, secretary of the Sheffield and South Yorkshire Permanent Building 
Society (minutes 7,737—8) and John Mann, manager of the Western Friendly Society 
(minutes 10,983, 11,132-6).” 

The conviction that strengthening the accounting regulations applying to friendly 
societies would serve to redress these problems is clearly apparent from the evid- 
ence presented to the Royal Commissioners. H. Harben, secretary and manager 
of the Prudential Assurance Company, believed friendly societies should be ‘com- 
pelled to adopt a similar form of accounts, and under similar penalties, as a life 
assurance company is compelled to adopt under the Life Assurance Companies 
Act” (BPP 1873, xxii, minute 26,119). His support of the publication of a ‘uniform 


The latter two were prominent professional accountants who, as was common practice at this time, 
combined-these and other appointments with a thriving public practice (‘Alfred Allott’, 1901, p. 221; 
Stewart, 1977, pp. 106-7). 


M 33 & 34 Vict., ss. 5-6, schedules 1-4. 
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system of accounts’ was based on the conviction that ‘all persons appealing to 
the public for a contribution ought to give some reasonable ground to the public’ 
(BPP 1873, xxii, minutes 26,125 and 26,127). According to the vice-chairman. of the 
Royal Liver, Henry Liverage, ‘a most severe law ought to be enacted’ to ‘arrest 
neglect of duty to account’ by making it ‘compulsory upon managers of societies to 
render periodically an account of the society’s income and expenditure, and also of 
its mortality and liabilities’ (BPP 1872, xxvi, minute 1,333). The case also for a 
‘public audit’ was pressed by Joseph Shepherd, sub-treasurer, Protective Burial 
Society, to combat ‘extravagant management’ (BPP 1872, xxvi, minute 23,722). 
Some believed that such an audit should be conducted by a government official in 
order ‘to keep clear of local interference’ (Warren, BPP 1873, xxii, minute 27,411). 
Two witnesses, including the Reverend C. P. Tidd-Pratt, son of the inaugural Regis- 
trar of Friendly Societies, considered the district auditor (see below) to be the 
appropriate government official for undertaking this work (minutes 26,760-9; see 
also the evidence of Layton Lowndes, deputy chairman of quarter-sessions for the 
County of Salop, minutes 28,122-6). 

The arguments for government action thus appeared strong, but the report of 
the Royal Commission noted the existence of philosophical and practical argu- 
ments against state intervention, which included (BPP 1874, xxiii, part 1, xvi): 


it is in theory objectionable to assign to the State what are called paternal 
functions 

° it discourages the exercise of individual prudence and watchfulness 

e [the State] can only do the work imperfectly 

e. if it is unsupported by such individual prudence and watchfulness [the State] 
cannot do it at all, so that it will fa-1 with discredit to itself and with disaster to 
those whom it has educated to rely upon it 

` most of those dangers [to which societies are exposed] are of a character against 
which it is impossible for the State to guard, or at all events to guard effectually. 


Having rehearsed the arguments for and against state intervention, the Com- 
missioners moved on to assess the magnitude of the problem. They estimated that 
there were 4 million members of such societies and, assuming no more than an 
equal number of dependants, at least § million who were promised benefits by such 
societies. Further, it was estimated that the ratepayers were saved not less than 
£2 million annually through the existence of friendly societies: (BPP 1874, xxiii, 
part 1, xvii). The Commissioners admitted that there would be no need for state 


Comparable sentiments were expressed by Samuel Carroll Warren, accountant, London Provident 
Institution (BPP 1873, xxii, minute 27,411), J. W. Williams, secretary, Provident Association: of 
Warehousemen, Travellers and Clerks (BPF 1873, xxii, minute 27,029), Charles Prentice (BPP 1872, 
xxvi, minute 9,482) and William Francis Littledale, solicitor to the Registrar of Friendly Societies 
for Ireland (BPP 1872, xxvi, minute 14,956}. 


© Support for this proposal came from Thomas Marshall, secretary, Hearts of Oak (BPP 1873, 
xxii, minutes 24,447-8), William Mortimer, secretary, Western Provident Association (minute 
24,632), F. Whitburn, secretary, Surrey Deposit Friendly Society (minutes 26,675—6) and Alexander 
Blyth, secretary, Northumberland and Durham Miners’ Permanent Relief Fund (minute 27,220), 
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interference if all societies were as well run as the most progressive, such as the 
Manchester Unity of Oddfellows. However, ‘there are large classes of the commun- 
ity, (and those precisely the most helpless and the most requiring assistance), 
which these great societies do not reach’ (BPP 1874, xxiii, part 1, xvii). The result 
was that there remained ‘large masses of the population who are greatly in need of 
guidance, and who are toa often victims to delusions which they cannot see through, 
and to unprincipled and interested speculators whom they are unable to check’ 
(BPP 1874, xxiii, part 1, xvii). The Commissioners conclude: ‘So generally is this 
truth recognised, that even those who object the most strongly to “paternal gov- 
ernment” shrink from leaving these societies altogether alone’ (BPP 1874, xxiii, 
part 1, xvii). 

The Commissioners’ aim, therefore, was to determine on a course of action that 
balanced the need to provide an element of protection with the desire to avoid the 
perils that contemporary political ideology considered to be associated with excess- 
ive interference. The Commissioners listed the following two ‘evils’ as most likely 
to affect friendly societies (BPP 1874, xxiii, part 1, xviii): 


(1) those which arise from the want of proper information and which generally affect the 
principles on which the society is founded; and (2) those which arise from the improper 
management, which may be the result either of ignorance, or of negligence, or of fraud. 


The first problem, principally the need to provide societies with the statistics that 
they required to ensure that premiums were fixed at appropriate levels, was seen 
to be capable of satisfactory solution.” The second area was considered more 
problematic, but the Commissioners concluded that ‘something may be done in the 
way of securing publicity, and of providing readier means for the detection and 
punishment of fraud’ (BPP 1874, xxiii, part 1, xviii). 

The wide-ranging recommendations made by the Commission included the need 
for an effective scrutiny of societies at the time of their registration, annual returns 
in a prescribed format, a periodic audit, quinquennial valuations, a system of pen- 
alties and arrangements for members to appeal to the Registrar. In relation to 
accountability, the specific recommendations were (BPP 1874, xxiii, part 1, ccxiv): 


17 That the law should enforce the keeping of accounts in a proper form. 

18 That an efficient system of audit should be enforced. (see also ccvii). 

19 That competent public auditors should be appointed and in part paid by the Govern- 
ment, whose services should be available on fixed and moderate terms, but whose 
employment should not be compulsory. 

20 That annual...returns [to the Registrar] in an improved form or improved forms 
should be enforced, with penalties for wilful misstatements. 


To help ensure that the auditor was sufficiently empowered, it was suggested 
elsewhere ‘that items of charge not falling properly within the purview of the soci- 
ety [should be] disallowed, or at all events challenged’ (BPP 1874, xxiii, part 1, ccix). 


17. The process of inspection and the collection of facts and statistics to monitor progress made and 
provide additional knowledge for effective action have been identified as the chief features in the 
development of an early Victorian administrative state (Lubenow, 1971, p. 16). 
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FURTHER REGULATIONS ENACTED 


The Friendly Societies Act 1875 (38 & 39 Vict., c. 60, s. 14(1)(c)) gave effect 
to many of the recommendations contained in the Commissioners’ fourth report 
(1874). Concerning accountability, the main innovations were for: the annual ac- 
counts to be submitted for audit ‘either to one of the public auditors appointed as 
herein mentioned, or to two or more persons appointed as the rules of the society 
provide’ (s. 14(1)(c)); and the audited accounts to be part of an annual return 
made out in a form prescribed by the Registrar (s. 14(1)(d)). 


Standardized Accounts 

Two pro formas (reproduced in Pixley, 1881; pp. 181-5) were issued by the Regis- 
trar: Form A for societies whose members paid only one contribution for all bene- 
fits; Form B for societies whose members paid more than one contribution for 
benefits. For both categories of society, the prescribed accounts consisted of a 
Benefit Fund and a Management Fund, each setting out ‘Receipts’ and. ‘Expend- 
iture’, together with a ‘Balance Sheet of Funds and Effects’. The balance sheet 
listed, as sources of finance, the balances on each of the various fund accounts plus 
the society’s liabilities; the assets comprised investments divided into ten different 
categories, cash in the Post Office Saving’s bank, cash in hand and other assets. 
Form B is reproduced as Figure 1 and displays the requirement (s. 14(1)(c)) for the 
` public auditor or other two auditors appointed by the society to sign the annual 
report under the following certificate: 


The undersigned, having had access tc: all the Books and Accounts of the Society, and 
having examined the foregoing General Statement, and verified the same with the 
Accounts and Vouchers relating thereto, now sign the same as found to be correct, duly 
vouched, and in accordance with the law. I 


The return further states that: 


If in any respect these .Accounts are incorrect, unvouched, or not in accordance with the 
law, the Auditors are not to sign as above, but are to make a Special Report to the Society, 
of which a copy is to be sent to the Registrar with this Statement. 


The legislation awarded the auditors no powers of disallowance, though the his- 
torical right for the members to call the treasurer to account at any time and ‘allow 
or disallow’ payments (s. 20(2)) was revived.!š Neither did the Act make any 
provision for the cost of engaging a public auditor to be met by the government. 


18 The power of disallowance granted to members calling the treasurer to account in 1793 (s. 7) was 
extended to a committee of management appointed by the society in 1829 (s. 14): The 1855 Act 
further extended the right of call to account to the society’s trustees but, while providing for the 
treasurer’s accounts (whether annual or the result of a calling to account) to then be audited by 
‘some fit and proper Person’ (s. 22), omitted any reference to a power of disallowance. Section 20(2) 
of the 1875 Act repeated the right of the society, trustees or committee of management to call the 
treasurer to account, whenever they might-please, restored the power of disallowance which one 
assumes was omitted due to an oversight in 1855, but no longer required the account to be audited 
by ‘some fit and proper Person’. š 
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Public Auditor 
The administrative arrangements relating to the creation of the new office of public 
auditor involved dividing Britain into forty districts; thirty-one for England and 
Wales, six for Scotland and three for Ireland.'? The Treasury was empowered to 
appoint for each district one or more public auditors who were obliged ‘to accept 
for audit the accounts of any society or branch within his district . . . at the specified 
rate of fees’ (BPP 1876, Ixix: 12). The list drawn up by the Treasury is set out as 
Appendix C to the report of the Chief Registrar of Friendly Societies, 1875. A 
number of the public auditors listed were nominated by the Manchester Unity of 
Oddfellows and the Ancient Order of Foresters. We might assume that the Treas- 
ury made up its own mind about the rest, possibly responding to recommendations 
from other societies or to offers from practising accountants. Of the forty-one ac- 
countants or accountancy firms catalogued in appendix C, just sixteen appear to have 
been listed in the trade directories as public practitioners around this time (Harper, 
1877). The extent to which the rest were practising as accountants is unknown.” 
Significant additional requirements were imposed by the 1875 Act on friendly 
societies that received contributions by means of collectors carrying out their 
work at a greater distance than ten miles from the registered office or main place 
of business (BPP 1889, x, p. v). For these larger -organizations—the ‘collecting 
societies’—the annual return had to be ‘certified by some person not an officer of 
the society (otherwise than as auditor thereof), carrying on publicly the business of 
an accountant (s. 30(9), emphasis added). Where the auditor of the society was 
a professional accountant, he could do both jobs and the convenience of such an 
arrangement might have been the incentive for such organizations to employ a 
professional as auditor. 


ASSESSMENT AND CONCLUSIONS 


In this concluding section, we place the events and developments elucidated in this 
. article within the range of regulatory provisions applying to the types of organ- 
izational entities operating in nineteenth-century Britain and in the context of 
contemporary political philosophies. 


1 This Friendly Society Act, and others, applied to the whole of the U.K. which consisted of Britain 
(England, Scotland and Wales) and Ireland, 1801-1922 (Britain and Northern Ireland from 1922). 
This article has a British rather than U.K. focus, reflecting the direction of the literature used to 
discuss nineteenth-century political and regulatory philosophies. 


2 Edwards et al. (1999) show that the concept of the public auditor was rejected by most friendly 
societies and other mutual associations given the right to make this appointment, while the larger 
organizations made the voluntary decision to appoint professional accountants to undertake the 
audit function. 

41 These requirements also applied to industrial assurance companies as defined by the Life Assurance 

Act 1870. Such companies are outside the scope of this article, but their linkage with collecting 

friendly societies is perhaps indicative of the latter being regarded as having characteristics, for 

example size and the separation of owners (members) and management, comparable to those 
associated with a large limited liability company. 
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Nineteenth-Century Organizational Entities 

The Industrial Revolution and its aftermath saw massive technological discoveries 
and transportation developments and, in consequence, spawned a large variety 
of organizational entities as Britain began its transformation from an agricultural 
into an industrial economy. Such organizations were located in both the private 
and government sectors and comprised profit-seeking enterprises and non-business 
organizations. Within these structures, one finds management undertaken either 
by the owners, broadly defined, or by a specialist management team. 

The formation of companies by parliament or the Crown had been long-standing 
possibilities in Britain, with the development of the parliamentary company given 
a major impetus through the construction of the railway network from about 1830. 
Parliamentary companies were also incorporated to undertake other activities where 
specialist powers, such as those of compulsory purchase, were required. Through 
the creation of the limited liability company however, the Joint Stock Companies 
Act 1844 and the Limited Liability Act 1855 provided the principal organizational 
support for subsequent industrial development. 

The government sector saw application of the utilitarian ideal in the creation 
of administrations such as the Poor Law Commission, the boards of health and 
district councils. Their combined purpose was to supply improved civic amenities 
and provide support for the unemployed as the migration of population from the 
country to the town resulted in the increased urbanization of Britain. The domin- 
ant undertaking in this sector was the municipal ‘trading’ corporation (Falkus, 
1977), sometimes massive, which came to organize the supply of gas, water, elèc- 
tricity and tramways within the city as well as performing the more traditional civic 
functions. . 

Finally, there were the mutual associations, amongst which the friendly societies 
considered in this article formed the most prominent group. Friendly societies 
were, in a sense, hybrid organizations; they were located in what might be described 
as the private sector but were, to an extent, a substitute for government provision. 
We have seen that these features are clearly evident from the content of the initial , 
enabling Act for the Encouragement and Relief of Friendly Societies, 1793, which 
recognized their creation by the ‘voluntary Subscription of the Members’ and their 
‘purposes as ‘promoting the Happiness of Individuals, and at the same Time dimin- 
ishing the publick Burdens’. 


Disparate Requirements Concerning Accountability 
In common with general economic policy in nineteenth-century Britain, there was 
a preference for leaving matters of accountability to the market, and important 
progress was made in the absence of specific statutory provision (Benston, 1976, 
pp. 14-15; Watts, 1977; Watts and Zimmerman, 1979). However, the conduct of 
nineteenth-century organizational entities was the subject of a degree of regulation 
and requirements for accountability were introduced, though the level of central 
direction attempted was the subject of significant variation. 

The affairs of parliamentary companies were regulated by private acts of par- 
liament; those of registered companies were controlled by a series of. statutes 
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commencing with the Joint Stock Companies Act, 1844. The actions of those 
managing the wide variety of local government organizations responsible for the 
application of public money, provided by the ratepayers or central government, 
were the target of mounting legislation which had ancient origins but gained force 
in the mid-1830s with the passage of the Poor Law Amendment Act 1834 and the 
Municipal Corporations Act 1835. In the case of friendly societies, we have seen 
evidence of legislation whose purpose was to encourage the development of organ- 
izations designed, through a system of self-help, to provide financial support for 
the burgeoning working class of Britain during times of need. 

The accountability of the management of these diverse enterprises varied signific- 
antly over time and between one category and another. For each parliamentary 
company, provision for accountability was usually contained in the enabling statute; 
from 1845, model provisions that could be adopted or modified were rehearsed in 
a ‘clauses’ Act designed to simplify and reduce the cost and parliamentary time 
devoted to the authorization of a new enterprise. For registered companies, there 
were no compulsory arrangements in force except during a period, 1844-56, when 
this form of business entity remained relatively unimportant. Following passage 
of the Joint Stock Companies Act 1856, model provisions contained in Table B 
(Table A from 1862) helped guide those responsible for drafting the internal 
constitution that served as the contract through which the shareholders delegated 
management powers to the directors (Edwards and Webb, 1985). For certain cat- 
egories of company—railways in 1867 and banks in 1879—a statutory requirement 
for an external audit was introduced; in the case of railways (1868) and life insurance 
companies (1870), uniform financial reporting requirements were imposed during 
a similar time period. In each case, as noted earlier, these actions were a response 
to clear evidence of market failure and the disclosure of major deficiencies in the 
content or'audit of published accounts.” 

The mechanism used increasingly during the nineteenth century to test the pro- 
bity of local government officers was the district audit, augmented by a ‘profes- 
sional audit’ undertaken by public accountants in the case of the larger entities, 
particularly the municipal corporations (Coombs and Edwards, 1996, ch. 7). The 
district audit had its origins in the Poor Law Amendment Act 1834 and, as the 
term implies, the country was divided into a number of districts? with auditors, 
who came to be known as ‘district auditors’, appointed for each of these (Coombs 
and Edwards, 1990)..Such individuals were paid by the government and had strin- 
gent powers of disallowance” and surcharge to help call local officers to account 


The imposition of standardized financial reporting requirements on gas companies in 1871 and 
eleciricity companies in 1882 does not appear to have been in response to corporate failure. 


2 The districts were fixed by the Poor Law Commission from 1844 and by its successor body, the Poor 
Law Board, from 1847. 


The concept of ‘disallowance’ has a long history in Britain and was, by the 1870s, an important 


part of the district auditor's armoury when investigating local authorities (Coombs and Edwards, 
1990). 
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for the lawful use of public money. Despite concern over the application of public 
money, little was done to control the form of the accounts published by local 
authorities throughout the nineteenth century, and it was left-to the’relevant pro- 
fessional association, the Corporate Treasurers’ and Accountants’ Institute,-to press 
for improved methods of financial reporting starting in 1889 as and Edwards, 
1993). 

. Turning to friendly societies, we have seen that the concent of the public auditor 
was developed in 1875 for voluntary adoption by friendly societies.» Further, 
the regulatory mechanism distinguished between ‘the larger organizations (the 
‘collecting societies’) and the smaller organizations, with the distinctive feature 
being the requirement for ‘some person . . . carrying on publicly the business of an 
accountant’ to certify the annual returns made to the registrar by the former cat- 
egory. The annual accounts prepared for friendly societies following passage of 
the 1875 Act were also required to comply with standardized formats laid down by 
the Registrar. 


The Concepts of Paternalism and Financial Safety 

There probably exists no theory capable of explaining adequately the variety of 
arrangements for accountability made by either the market or through régulation 
during the nineteenth century for the three organizational categories discussed 
above. The above analysis nevertheless enables us to place the regulatory provi- 
sions imposed on friendly societies in their broad historical context. It also. pro- 
vides the basis for exploring the factors influential in the formulation of those 
requirements, namely the concepts of paternalism and financial safety. 

The philosophical underpinning for the gradual development of a regulatory 
framework for friendly societies may be seen to be the utilitarian ideal of inter- 
vention designed to produce the greatest happiness for the greatest number. The 
priority was to keep intervention to the minimum compatible with responsible 
government, with the role of parliament as a facilitator for ‘self-help’ given promin- 
ence. Writing in the Westminster Review in 1828, Chadwick argued that the most 
important duty of a government was to provide the community. with the means of 
defending itself, at the least expense, against the evil consequences which Howea 
from sickness and death (Gosden, 1961, pp. 165, 207}. vo 

The general case for paternalistic action was made by the greatest of all utilitar- 
ian writers; John Stuart Mill, who continuously sought to theorize the organization 
of society and, as he was exposed to new ideas and experiences, his blueprint 
developed.” Thus, although Mill retained his initial commitment to individualism 
and laissez-faire, he came to believe that the ‘government could, in his revised 
theory, act to encourage progress by creating the appropriate fertile conditions . . : his 


2 This arrangement was also available to the members of industrial and provident societies. 
% It is for this reason that he has sometimes also been described as the most enigmatic of all utilitarian 
writers (Scarre, 1996, p. 82), having been variously described as ‘the Old and New Liberal, the 


conservative, the co-operative socialist, the democrat, the elitist, the libertine and the authoritarian: 
(Gibbins, 1990, p. 91). 
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vision of the perfectible human self, reached by 1861, made positive liberalism 
an attractive possibility’ (Gibbins, 1990, p. 92). Within his theoretical framework, 
Mill regarded paternalism as a legitimate mode of government for dependent indi- 
viduals including the uneducated segment of the working classes. The conditions 
that needed to be satisfied for the application of paternalism included the following: 
‘jt must be the case that paternalizing [the working man] will enhance his capacity 
to develop (or to be restored to) the capacity to be self-governing, or that patern- 
alizing him will prevent further deterioration of this capacity to be self-governing’ 
(Gibbins, 1990, p. 98). We have seen that this philosophy underpinned much of the 
deliberations of the 1875 Royal Commission chaired by Sir Stafford Northcote. 

Northcote (1818-87) had a distinguished parliamentary careet. A lawyer by train- 
ing, he became private secretary to Gladstone, then Vice-President of the Board of 
Trade, in 1842. Seven years later, he published a pamphlet which his biographer in 
the Dictionary of National Biography has judged to be ‘the work of a convinced 
free-trader’ (DNB, 1917, Vol. XIV, p. 639). Although described as ‘rather a stiff 
conservative’, he commanded respect from both of the leading politicians of the 
second half of the nineteenth century—Gladstone and Disraeli. He had already 
served as President of the Board of Trade in the third Derby government (1866-8) 
and as Secretary for India when, as noted above, he was invited by H. A. Bruce to 
serve as president of the Royal Commission on Friendly Societies. The appointment 
occurred midway through his period (1869-74) as chairman of the Hudson Bay 
Company (Lang, Vol. I, 1890, pp. 322-3). According to Lang, Northcote’s ‘reputa- 
tion as a financier gained for him many offers from city people of positions of 
dignity and trust. The emoluments were often tempting, but with a single exception 
[chairmanship of the Hudson Bay Company] he refused all’ (1890, Vol. I, p. 323).” 

We have seen that the existing administrative arrangements had failed to ‘pre- 
vent the [friendly] societies from being, occasionally, either fraudulently or incom- 
petently managed’ (Lang, 1890, Vol. II, p. 41). The essential question was whether 
legislation could improve the situation or whether ‘Government certificates be 
dropped, as mere lures to ruin?’ (Lang, 1890, Vol. I, 1890, p. 41). To help answer 
these questions, the Commissioners carried out investigations at local level as well 
as through the collection of evidence from witnesses. 

Northcote’s domestic letters refer to the fact that the Commissioners discovered 
‘no end of jobs’ (a colloquialism to describe crime, especially robbery), and showed 
up ‘the rascality of a lot of scamps’ (quoted in Lang, 1890, Vol. II, pp. 41, 43). One 
can see the concerns of a ‘convinced free-trader’ surfacing throughout the report. 
Although the mismanagement revealed by the Commissioners persuaded Northcote 
of the need for action, we have seen that they considered it necessary to demon- 
strate a case in favour.of regulation sufficient to outweigh a predisposition against 
unnecessary paternalism. As Chancellor of the Exchequer in Disraeli’s ministry of 


Z Knowledge of business and of private-sector arrangements concerning audit and accountability 
could also be provided by other members of the Commission such as Alderman, Sir Sydney Hedley 
Waterlow, head of the wholesale stationers, Messrs. Waterlow and Sons (Who’s Who of British 
Members of Parliament, Volume I, 1832-85, 1978, pp. 399-400). 
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1874, it fell to Northcote to introduce the measure which became the Friendly 
Societies Act on 11 August 1875. 

A confidential minute of 20 December 1874 sets out Northcote’s ideas and 
aspirations. Consistent with the philosophy expounded in the enabling Act of 
1793, his aim was to create ‘a system which allows and encourages persons to form 
. themselves into societies to provide themselves with pay in sickness, at death, or 
at other periods’ (quoted in Lang, 1890, Vol. II, p. 44). Northcote was fully aware 
of the existence of the following diametrically opposed contemporary. schools of 
thought: that the state should relinquish its involvement in the affairs of friendly 
societies; alternatively, that it should take any action necessary to make interven- 
tion fully effective (see, BPP 1874, xxiii, part 1, p. cxcvii). Northcote’s apparent 
intention was that the Friendly Societies Bill should be designed to steer a middle 
course by pursuing the following objects: . 


1. The giving of information which may be of use to the founders and managers of 
societies, and may assist them in framing proper rules and tables; and, 

2. The requiring of managers of societies to give such information to the public as may 
enable intelligent persons to judge for themselves (and for those in whom they may 
feel an interest) what the real position of any particular society is, and whether it offers 
an eligible means of investment or not. (quoted in Lang, 1890, Vol. I, p. 44) 


Northcote’s guiding utilitarian principle was to interfere ‘as little as possible 
with the voluntary action of those who are managing Friendly Societies... It is 
better that the societies should not be governed as well as they might be, than that 
Parliament should do anything in the way of governing them beyond what was 
absolutely necessary’ (quoted in Lang, 1890, Vol. II, p. 49). The new measure 
attracted criticism in certain quarters, including The Times, for not going far enough. 
In a speech in Manchester on 8 December 1875, Northcote gave his answer: 


In those respects in which it was said to fall short, it was not from any weakness or 

- timidity that it so fell short, but from a deliberate view that the only and true way of 
bringing about a development of the virtue of providence amongst the people was to 
make them work it out for themselves, and that our great desire ought to be to give fair 
play, and full play, to those institutions which have sprung from the people themselves; 
but not on that account do we need to shirk our own duty in this matter. (quoted in Lang, 
1890, Vol. I, p. 50) 


The reasons for introducing regulations during the period of ‘refined laissez- 
faire’ have been attributed to a range of factors, amongst which the perceived 
obligation to ‘exercise unavoidable paternalism’ (Crouch, 1967, p. 209) therefore 
finds support from this study. Building on the work of Crouch, Parker (1990, p. 52) 
has shown that the introduction of ‘various degrees of [accounting] regulation’ for 
certain categories of company—trailways, public utilities and financial institutions 
—occurred for reasons of monopoly, privilege and safety (see also Jones, 1995). 
It may be that we find, here, something to help place the specific arrangements 
made in the case of friendly societies within the array of mechanisms developed 
for organizational entities during the nineteenth century. Certainly, the safety fac- 
tor, which encapsulates financial safety, would seem to have some explanatory 
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potential. Parker considered the regulation of banks and insurance companies to 
be required on the grounds that the long-term financial safety of such organiza- 
tions needed to be protected, as far as possible, in view of the vulnerability of the 
depositors in banks and the policy holders in insurance companies. Here, there are 
clear parallels with friendly societies whose members were very much in the nature 
of depositors and insurants. Such organizations were non-profit making and their 
purpose was to protect individuals by making provision for a future period when 
their financial need might rise and their ability to service their requirements might 
well be deficient. 

Parker’s analysis aids our understanding of the decision to impose stricter stat- 
utory requirements for accountability on friendly societies in the form of stand- 
ardized formats for the accounts and for an annual audit. It is necessary to look 
elsewhere, however, to explain two radical statutory innovations—audit work under- 
taken by the public auditor and annual returns completed by a public accountant 
(‘person ...carrying on publicly the business of an accountant’)—that received 
no mention in the laws applying to private-sector companies. Periodically, sugges- 
tions were made and bills were even drafted providing for the application of a 
‘government audit’ to the affairs of private-sector companies; for example, railways 
following revelations relating to accounting and audit practices during the railway 
mania of the mid-1840s (Edwards, 1985). On reflection, however, governments 
consistently resisted the temptation to assume responsibility for matters which, in 
general, they believed could best be negotiated between the principal contracting 
parties—the directors and shareholders.” Parallels can be drawn with the account- 
ability provisions applied to local authorities, however, in order to help explain 
the form of the regulatory developments revealed in this work, for it is amongst 
these institutions that we find developed the concept of the government-appointed 
auditor to call public officers to account.” 

The regulation of friendly societies did not represent the obvious conflict with 
the prevailing laissez-faire philosophy that the control. of private-sector companies 
did. Indeed, friendly societies, in common with local authorities, could be seen to 
provide services whose cost would otherwise devolve upon the Exchequer. More 
specifically, the failure of friendly societies to provide relief in old age or infirmity 
through self-help would inevitably result in such costs falling on the poor law 
through, for example, recourse to the workhouse. We can see clear signs of the 
accountability provisions relating to local government applied in the case of friendly 
societies. This is unsurprising given the heavy involvement of certain of the 


Z A number of statutes did contain provisions authorising auditors to employ accountants to 
help them discharge their responsibilities, For example, the model articles attached to the 
Companies Act of 1862 (25 & 26 Vict., c. 89, Table A, art. 93) state that the auditor ‘may, at the 
Expense of the Company employ Accountants or other Persons to assist him in investigating such 
Accounts’. 


The public auditors were not government officials, but they did comprise a group of individuals 


whose right to.audit friendly societies (and industrial and provident societies) was recognized by the 
government. 
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Commissioners in local politics” and, indeed, the existence of direct knowledge of 
the working of the Poor Law Board. Michael Edward Hicks-Beach”™ was.Parliament- 
ary Secretary to the Poor Law Board-in 1868 (Who's Who of British Members of 
Parliament, Volume II, 1886-1918, 1978, p. 171), and the Poor Law Amendment 
Act of that year converted the office of district auditor into a full-time appoint- 
ment made by the Poor Law Board, with the label district auditor given statutory 
recognition for the first time (31 & 32 Vict., c. 122, ss. 24-5). It seems reasonable to 
conclude that the. Commissioners were drawing on the district audit framework 
when dividing the country into districts for the purpose of appointing the public 
auditor.” Other parallels with the district audit function were the Commissioners’ 
suggestions that the auditor should enjoy powers of disallowance and that part of 
the cost of engaging the public auditor should be met by the state, though neither 
of these proposals was incorporated in the ensuing act of parliament.” 

Turning briefly to the appointment of a person ‘carrying on publicly the business 
of an accountant’ to certify the annual returns made to the Registrar of Friendly 
Societies, we have argued elsewhere (Edwards et al., 1999) that there were acknow- 
ledged grounds for concern that the larger collecting societies were ‘Promoted and 
conducted for benefit of managers’ rather than members. We thus concluded that, 
in the endeavour to neutralize the possible greater likelihood of a conflict of inter- 
est between principal and agent, a duty was imposed on such societies to engage a 
professional accountant to certify published financial statements. The friendly society 
might therefore be seen as a hybrid organization whose characteristics, if not legal 
structure, located it somewhere between the private and government sectors, thereby 
justifying the imposition by law of more stringent provisions for accountability 
then applied to business organizations. 


2 Waterlow was alderman, sheriff and Lord Mayor of London at various dates between 1863 and 1873 
(Who's Who of British Members of Parliament, Volume I, 1832-85, 1976, pp. 399-400). 


3: Hicks-Beach (later Earl St Aléwyn) served as President of the Board of Trade and Chancellor of 
the Exchequer in Salisbury’s governments, was Leader of the House of Commons, 1885-86, and 
Father of the House of Commons, 1901-6 (Who’s Who of British Members of Parliament, Volume 
I, 1886-1918, 1978, p. 171). 


We have also seen that the possibility of using the district auditor to audit friendly societies was 
raised by a small number of witnesses presenting evidence to the Royal Commissioners. 


The district auditor was in fact subsequently authorized by the Treasury to inspect friendly society 
accounts. The Registrar of Friendly Societies’ report for 1875, published in 1876, states: “The aud- 
itors of the local government board are authorised to exercise subject to the sanction of that board 
previously obtained the functions of public auditors in their respective districts, but are not bound 
to accept any accounts for audit’ (BPP 1876, Ixix: 12). 
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Evaluation of Extraordinary and Exceptional 
Items Disclosed by Hong Kong Companies 


This study evaluates extraordinary and exceptional items (EI) disclosed . 
in financial statements by Hong Kong companies from 1989 to 1993, prior 
to revision of SSAP 2. The results indicate that disclosures of positive EI- 
were associated with market expectations.of profit before taxes. If market 
expectations were higher than profit before EI and taxes (PBEI), positive 
EI (gains) were likely to be disclosed to adjust PBEI upwards and thus 
reduce the gap between reported and expected profits. 

The results relating to negative EI (losses) showed that if companies 
had low historical economic performance they were more likely to dis- 
close negative EI. Because weak historical economic performance is likely 
to be associated with low market expectations, management used this 
opportunity to ‘spring clean’ in order to show better economic performance 
in future years. 

These findings suggest that managers engage in earnings management 
through disclosure of extraordinary items when they have flexibility to 
do so. In order to improve quality of financial disclosure, better account- 
ing standards need to be developed for disclosures of extraordinary items, 
especially by newly developed and developing countries where accounting 
standards are at the formative stage. 


Key words: Earnings management; Extraordinary items; Financial reporting. 


Hong Kong Accounting Standard SSAP 2 deals with extraordinary items. It was 
modified in 1993 and became effective in 1994. Before being modified, this standard 
did not differentiate between extraordinary and exceptional items, thereby providing 
management with flexibility in the timing and format of their disclosures in com- 
panies’ financial statements. Management’ had the flexibility to decide whether 


1 Defined here to include directors and manazers of the company who make decisions on disclosure of 


financial information in annual financial stetements. 
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items related to events or. transactions outside the ordinary activities be disclosed 
as extraordinary or exceptional items,’ and it could also manipulate the disclosure 
timing by controlling the events generating these items. For example, management 
could control.the timing of the sale of assets, which would result in extraordinary 
gains or losses.? Extraordinary as well as exceptional items disclosed by Hong 
Kong companies before 1994 hereafter are referred to as extraordinary items (EI) 
in this paper. 

This article examines whether there was an association between disclosure of 
extraordinary items and profits reported by Hong Kong companies prior to imple- 
mentation of the revised SSAP 2. Several works have examined the association 
between disclosure of extraordinary items and reported profits in industrialized 
countries (e.g., see Barnea et al., 1976; Craig and Walsh, 1989; Walsh et al., 1991; 
Dempsey et al., 1993; Beattie et al., 1994). Their findings have indicated that 
extraordinary items were used to manage or smooth reported profit whenever 
management had flexibility to do so. Because corporate structure of Hong Kong 
companies differs from that of industrialized countries* and also because capital 
markets and cultural environments’ in which companies operate differ among these 
countries, this study tests empirically whether the findings from industrialized 
countries have validity for Hong Kong companies. 

Lynn and McGuinness (1995) examined the association between reported profits 
and extraordinary items for Hong Kong companies and concluded that disclosures 
of extraordinary items were probably used to maximize reported profit. However, 
their sample also included companies which reported extraordinary losses that 


2 Disclosures of exceptional and extraordinary items included: profits and losses on disposal of proper- 


ties, profits and losses on disposal of subsidiaries and associated companies, expenses in respect of 
discontinuance of a business segment, losses arising from the discontinuance of certain operations 
and closure of overseas offices, write-off of goodwill, write-off of costs incurred on a listing in 
Singapore, write-off of expenses incurred in retaining professional advice on general offers made by 
companies, interest earned from deposits placed in respect of application monies received for issuance 
of shares, group restructuring expenses, write-off of professional fees and other incidental charges in 
connection with an aborted proposal to acquire another company, premium on partial redemption of 
a convertible redeemable participating note, compensation for loss of office of senior executives in 
a subsidiary, severance payments due to relocation of production plant from Hong Kong to the 
People’s Republic of China, etc. 


Extraordinary items disclosed by sample firms mostly comprised gains/losses on disposal of proper- 
ties, subsidiaries and business segments, and charges related to discontinuation of business segments 
and restructuring expenses. 


Companies in newly developed and developing countries are comparatively more family owned and 
controlled than companies in industrialized countries. Mok et al. (1992) examined covariation in 
Hong Kong’s common stocks for a sample of family controlled companies, and their results indic- 
ated that ninety Hong Kong companies were family-owned, which was about 20 per cent of all listed 
companies in Hong Kong. The Hong Kong Economic Journal reported that 27.46 per cent of the 
total market value in Hong Kong was in the hands of four big family groups (1 January 1993). 


5 There aré significant differences between national cultures of Western countries, especially the 
U.S.A., and newly developed/developing countries, as highlighted by Hofstede and Bond (1988). 
Some of these differences influence the management styles in these countries (for example Chow 
et al., 1991). 
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resulted in a reduction of reported profits. Their conclusion that disclosures of 
extraordinary items are associated with maximization of reported profits did not 
explain the disclosure of extraordinary losses. The present work is based upon the 
assumption that the managerial objective for reporting of extraordinary losses is 
different from the managerial objective for reporting extraordinary profits. 

Management’s objective for reporting of extraordinary profits can be examined 
from the opportunistic behaviour perspective of positive accounting theory (e.g., 
see Watts and Zimmerman, 1986), which suggests that managers are’ concerned 
with maximizing their own utility (wealth). Managers’ wealth is affected by the 
company’s share price, which, in turn, is influenced by reported profits in relation 
to market expectations (Cornell and Landsman, 1989). Thus, managers are alleged 
to have an incentive to report profits that accord with market expectations. If 
profits excluding extraordinary items are lower than market expectations, manage- 
ment may use extraordinary gains (positive extraordinary items) to PARE reported 
profits closer to market expectations. 

Reporting of extraordinary losses (negative extraordinary items) can be explained 
by the big bath accounting hypothesis (see Walsh et al., 1991). If a company is in a 
weak financial condition, market expectations are likely to be low, encouraging 
management to report extraordinary losses. By recognizing extraordinary losses in 
the current period, managers can create an opportunity to show improvement in 
the company’s future performance, which is likely to have a positive influence on 
future share prices. 

The present study is based on Hong Kong companies included in the 1993 PACAP 
data base developed by the Pacific-Basin Capital Markets (PACAP) Research 
Center. The findings are consistent with the hypotheses for disclosure of positive 
as well as negative extraordinary items. They suggest that reported profits are 
managed through disclosure of extraordinary items when flexibility exists. They 
provide useful information to investors as well as to policy makers and they may 
also be valid for other newly developed countries (NDCs)-——Singapore, Korea, 
etc.—and developing countries (DCs)—China, India, etc.—because of similarities 
in their cultural environments and capital markets. 


BACKGROUND AND LITERATURE REVIEW 


Hong Kong Accounting Standard for Disclosure of Extraordinary Items 

Before modification, SSAP 2 defined extraordinary and exceptional items as ‘those 
items which derive from events or transactions outside the ordinary activities of 
the business and which are both material and expected not to recur frequently or 
regularly’. Items not pertaining to the company’s normal operations could be clas- 
sified either as extraordinary or as exceptional, and thus could have been disclosed 
either before or after operating profits. Thus, under the old standard, management 


$ The PACAP is developed by Pacific-Basin Capital Markets Research Center, the University of 
Rhode Island. It consists of historical capital market data for companies from countries in the Pacific 
basin region. Currently, it covers Hong Kong, Japan, Korea, Malaysia, Taiwan, Thailand, Indonesia 
and the Philippines. 
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enjoyed flexibility in defining and disclosing extraordinary and exceptional items in 
the profit. and loss statement. Our examination of financial statements of Hong 
Kong companies for the 1989-93 period indicates that most Hong Kong companies 
classified items not pertaining to normal operations as extraordinary items. Only 9 
per cent of companies classified them as exceptional items. 

The modified version of SSAP 2 has now made a clear distinction between 
extraordinary and exceptional items. Extraordinary items are defined as income 
and expenses items ‘that arise from events or transactions that are clearly distinct 
from the ordinary activities of the enterprise and therefore are not expected to 
recur frequently or regularly’ (SSAP 2, p. 2). Exceptional items are considered to 
be part of ordinary activities, but ‘are of such size, nature or incidence that their 
disclosure is relevant to explain the performance of the enterprise for the period 

_and to give a true and fair view’ (SSAP 2, p. 2). The modified version also requires 
that extraordinary items be disclosed separately in the profit and loss statement 
after operating profits from ordinary activities. 


Review of Studies on Extraordinary Items 

Empirical evidence from industrialized countries suggests that managers manip- 
ulate profits either in response to regulatory settings or to achieve managerial 
goals (Schipper, 1991). The technique of discretionary accruals is used commonly 
to manipulate reported profits (McNichols and Wilson, 1988; Jones, 1991). Some- 
times, discretionary accounting changes (e.g., see Jaggi and Sannella, 1995) or the 
timing of asset sales (Bartov, 1993) may be used to achieve desired profits. 

In addition, extraordinary and exceptional items have been used to manipulate 
reported profits if guidelines for their disclosures are lacking and management has 
the flexibility to decide on the form and timing of disclosures. Barnea et al. (1976) 
analysed managerial motives for disclosing individual items as either extraordinary 
or exceptional. They concluded that the classification of items as extraordinary or 
exceptional was influenced by management’s desire to smooth the company’s 
reported profit (earnings). Dempsey et al. (1993) examined whether reporting of 
extraordinary items was associated with earnings (profits) management. Their study, 
based on financial statements of U.S. companies for the 1960-6) period, before 
APB Opinion No. 9 became effective, indicated that extraordinary losses were 
disclosed directly in the retained earnings statement instead of in the profit and 
loss statement. Their findings thus suggested that extraordinary items were used to 
achieve a’ desired profit figure in the profit and loss statement. 

Anecdotal evidence encouraged Craig and Walsh (1989) to examine whether 
disclosures of extraordinary items by Australian companies were associated with 
reported profits. They concluded that “strong substantive evidence, significant at the 
five percent level or better, was found to support assertions and anecdotal inferences 
that large listed Australian companies are actively engaged in profit smoothing’ 
(p. 243). In another Australian study, Walsh et al. (1991) found evidence suggest- 
ing that some Australian companies were using extraordinary items to facilitate 
‘big bath’ accounting, and they stated that ‘the greater the extraordinary items 
adjustment, the greater the intensity of the big bath’ (p. 187). 
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Beattie et al. (1994) examined the impact of extraordinary items on income 
smoothing using a sample of U.K. firms.’ Focusing on classificatory choices within 
an incentive-based framework, they conclude that ‘the incentives to smooth are 
positively related to the magnitude of the effect of classificatory choices, relative to 
expected earnings’ (p. 807). 

The review .of studies from industrialized countries indicates that in the absence 
of specific accounting standards, management may be motivated either to manage 
or to smooth the reported profits (earnings) through disclosure of extraordinary 
items. 

Lynn and McGuinness (1995) examined whether disclosures of extraordinary 
items by Hong Kong companies were guided by specific management objectives or 
whether these disclosures were related to company characteristics, specifically earn- 
ings volatility, company size, or industry. Their findings did not show a.significant 
association between disclosures of extraordinary items and the variables included 
in the study, leading them to conclude that disclosures of extraordinary items were 
motivated by management’s desire to report higher profits. However, they did not 
differentiate between extraordinary gains which increased reported pronn; and 
extraordinary losses which reduced them. . \ 


. DEVELOPMENT OF HYPOTHESES 


Market Expectations Gap Hypothesis 

Empirical evidence demonstrates that share prices are influenced by a company’ s 
reported profit in relation to market expectations (Cornell and Landsman, 1989). 
Management would be concerned if reported profits are less than market expecta- 
tions because lower reported profits compared to market expectations would result 
in lower share prices (e.g:, Ball and Brown 1969). As lower share prices.are not in 
its best interest, management would be motivated to manipulate reported profits 
to bring them closer to market expectations. This would be achieved by making 
upward adjustments to reported profits through extraordinary gains. 

‘However, market expectations are not determinable directly. Generally, market 
expectations are measured using a proxy, such as analysts’ forecasts (e.g., Brown 
and Rozeff, 1978; Schipper, 1991). The development of analysts’ forecasts is a 
comparatively new phenomenon in Hong Kong and, therefore, may be an inappro- 
priate proxy for market expectations. In the absence of reliable data on analysts’ 
earnings forecasts, a random walk model is used to provide earnings.forecasts as a 
proxy for market expectations. Earnings forecasts based.on a random walk model 
have also been used in earlier research.studies in the United States (e.g., Beaver 
et al., 1979; Moses, 1987). The following model is used to estimate the expected 
profit for firm i i for period t[EP;,]: 


EP, = RP, + u E (1) 


7 `The report of the Financial Reporting Council indicated that 53 per cent of a sample of 700 compa- 
nies were reporting extraordinary items. 


221 


ABACUS 


where RP, is reported profit before taxes for firm i for period t — 1 and u is the 
random term. 


Although the operating profit (income) figure is considered to be more relevant 
for prediction purposes in economically developed countries (Ronen and Sadan, 
1981), Hong Kong Accounting Standards emphasize reported profits after EI rather 
than operating profits. Moreover, financial analysts in Hong Kong predict reported 
profits after EI instead of operating profits. Thus, accounting standards and analyst 
forecasts, suggest that Hong Kong investors are more concerned about reported 
profits (RP). 

It can be argued that management will compare profits before extraordinary 
items (PBEI) to market expectations (EP). If PBEI is lower than EP, upward 
adjustment to PBEI may be made using extraordinary gains to bring reported 
profits (RP) closer to expected profits (EP). Because PBEI is not readily available 
in the profit and loss statement, it is calculated as: 


PBEIL, = RP, + El, (2) 

where EL, represents extraordinary and exceptional items for firm i for period t. 
The difference between market expectations and profits before extraordinary 
items is defined as the market expectations difference. This difference is scaled by 


PBEI to make it comparable across companies.’ The scaled difference (EXPDIF) 
is calculated as follows: 


EXPDIF, = (PBEL, — EP,) / PEBI, (3) 


If EXPDIF is negative (ie., EP is greater than PBE]), we hypothesize that manage- 
ment will be motivated to adjust PBEI using positive extraordinary items so that the 
difference between RP and EP can be reduced. The following hypothesis is tested: 


H1: Ceteris paribus, there is a-negative association between EXPDIF and 
reporting extraordinary gains. 


H1 suggests that higher negative EXPDIF will be associated with reporting of 
higher positive extraordinary items. 


Big Bath: Accounting Hypothesis 

The results of earlier studies supporting the ‘income smoothing’ hypothesis for 
disclosure of extraordinary gains and losses suggest that management will reduce 
reported profits if PBEI is greater than EP by making downward adjustment to 
PBEI with extraordinary losses. However, preliminary tests on the total sample did 


2 Information on net extraordinary/exceptional items was obtained from financial statements. 


° The absolute value of PBEI was used for scaling. If the scaler values are close to zero, they may 
create unusual and influential observations for the EXPDIF metric which is used as an independent 
variable in the regression. We, therefore, closely examined PBEI values to determine whether any 
values were close to zero. The results indicated that not a single value was equal to zero. The value 
closest to zero was 26 points away, five sample values were within the range of 100 from zero, 
additional five values were within the range of 200 from zero, and additional six values were within 
the range of 500 from zero. These results thus suggested that EXPDIF values were not unduly 
influenced by the PBEI scale. 
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not support the expectation of downward adjustment to PBEI, when PBEI is 
greater than, EP. Thus, the validity of the income smoothing hypothesis for Hong 
Kong companies becomes questionable. 

It can be argued that management will make downward adjustments to reported 
profits when market expectations are low. The market expectations are likely to 
be low when a company is experiencing weak economic performance. This will 
encourage managers to seize the opportunity to report negative extraordinary items 
(extraordinary losses). Realization of extraordinary losses in a particular year will 
create opportunities for managers to report better performance in the future, which 
is likely to have a positive effect on the company’s future share prices. Because 
profits are further reduced by reporting of extraordinary losses when the company 
is experiencing weak economic performance, this phenomenon can be considered 
a form of big bath accounting. 

Average return on assets (tangible) (ROA) over the preceding four-year period 
is used as a proxy for historical economic performance and calculated as: 

t-5 
ROA; = n Y RP. /TA, . - (4) 
*=t—-1 . I š 
where RP; = Reported Profit for firm i for period ç; 
t=t-1tot-5 
TA,,= Total Tangible Assets of firm i for period 7; 
t=t-1tot-5. 


We thus hypothesize that companies with comparatively lower historical ROA 
are expected to report extraordinary losses, and test the following hypothesis: 


H2: Ceteris paribus, there is a positive association betwëen weak economic 
performance and reporting of extraordinary losses. 


H2 suggests that companies with lower ROA will have higher negative extra- 
ordinary items. 


SAMPLE SELECTION AND DATA COLLECTION PROCEDURES l 


Data for sample firms were obtained from the 1993 PACAP” database, covering 
the five year period prior to implementation of modified SSAP 2, that is, from.1989 
to 1993. Financial data on all companies included in the 1993 PACAP database 
were not available for every year. If data on extraordinary items and on variables 
used'in this study were not available for a particular year, the company was 
excluded from the sample for that year. The final sample consisted of 440 observa- 
tions over the five-year period. The number of companies included in the sample 


© The corporate International Company Handbook, Hong Kong, also compiles data on all Hong 
Kong Stock Exchange listed companies. In 1993, these data covered about 413 listed companies. We 
also developed a computer-readable database from this source to analyse data comparatively. 
i A review of data from both sources indicates that there were small discrepancies in the two data 
sets, but there were no significant differences in the results. Because PACAP data is considered 
more reliable, this study is based on the PACAP data. 
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TABLE 1 


DISTRIBUTION OF DISCLOSING AND NON-DISCLOSING COMPANIES 
BY YEAR AND INDUSTRY 




















Disclosing Disclosing Non-disclosing 
positive negative company 
extraordinary extraordinary 
item item 

no. % no. % no. % 
Panel A: By year 
1989 75 29 40 15 145 56 
1990 74 28 47 18 139 53 
1991 99 31 57 18 164 51 
1992 : 128 35 53 14 189 51 
1993 64 36 18 10 96 54 
Total 440 215 733 
Panel B: By industry 
Finance 4 67 1 16 1 17 
Utilities 6 14 5 11 31 74 
Property 132 35 61 16 181 48 
Consolidated companies 148 35 70 17 201 48 
Industrial 121 28 62 15 245 57 
Hotel 13 20 4 6 48 74 
Others 7 19 12 33 17 47 
Missing code 9 50 0 0 9 50 
Total 440 215 733 








varied from year to year. Table 1 (Panel A) shows the distribution of sample 
companies by year. The largest number of observations in the sample is from 1992. 

The data base classifies companies into seven industry categories, the three 
largest being the consolidated, industrial, and property groups. Other categories 
are finance, hotels, utilities, and other. See Panel B of Table 1. 

The sample has been classified into three groups: (a) companies disclosing 
positive extraordinary items, (b) companies disclosing negative extraordinary items 
and (c) companies not disclosing extraordinary items (Table 1, Panel A). The ratio 
of disclosing and non-disclosing companies is similar from year to year. 


Description and Calculation of Variables 

In addition to EXPDIF and ROA, debt-equity ratio (DE), company size, proxied 
by-the log of total assets (LTA), and market risk (BETA) were included as control 
variables in the analyses. DE is calculated by dividing the book value of debt by 
the book value of equity; BETA is calculated using the Hong Kong market index 
and the company’s monthly returns over the preceding sixty months. 
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T-TEST RESULTS ON DISCLOSING VS. NON-DISCLOSING COMPANIES 


TABLE 2 











Mean/SD - 
Non-disclosing Disclosing 
Variable Year ` companies companies t-value Prob 
EXPDIF 1989 —0.38 —0.03 —0.71 0.48 
° : (2.90) (4.33) 
1990 0.146 0.672 0.71 0.48 
(1.922) (7.718) aes 
1991 1.668 0.672 0.70 0.70 
(15.71) (2.933) : 
1992 —0.087 2.947 1.06 0.29 
(5.18) (32.267) 
1993 —0.306 _ 0.232 —0.27 -0.27 
(1.91) (1.519) ; 
1989-93 0.157 —0.776 121 0.23 
(7.684) (16.877) 
ROA 1989 0.105 0.046 1.72 0.09 
(0.143) (0.288) I 
1990 0.122 0.071 3.42 0.001*** 
(0.104) (0.098) 
1991 0.099 0.074 1.95 0.05* 
(0.091) (0.090) E 
1992 0.089 0.060 2.41 0.02*. 
(0.097) (0.079) 
1993 0.096 -0.056 1.67 0.10 
I (0.128) (0.107) . 
1989-93 0.103 0.062 4.51 0.001*** 
(0.112) (0.151) 





( ) Standard Deviations, * prob. <0.05, ** prab. <0.01, *** prob. <0.001. 


EXPDIF = Difference between profit before extraordinary items (PBEI) and expected profit (EP). 


ROA = An average return on assets, calculated over the preceding four year period. 


RESULTS 


T-Test Results 


T-test results on differences in EXPDIF and ROA between disclosing and non- 
disclosing companies along-with means and standard deviations for both variables 


are presented in Table 2. 


The results indicate that means for EXPDIF for disclosing companies are negat- 
ive for all years except 1991. They also are negative for non-disclosing companies 
for all years except 1991. The negative means of disclosing companies are higher 
than the means of non-disclosing companies, but the differences are not statistic- 
ally significant at the .05 level. Thus, on average, expected profits are higher than 
reported profits for disclosing as well as non-disclosing companies, and there are 
no statistically significant differences between the two groups. ' 
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The results for ROA indicate that the means for both groups for all years are 
positive and are lower for disclosing companies. The differences in the means of 
two groups for 1991 and 1992 are statistically significant at the .05 level and the 
differences for 1990 and all years combined are significant at the .001 level. These 
results suggest that disclosing companies had comparatively lower average ROA 
based on the preceding four-year period. 

A comparison of mean values of EXPDIF and ROA for all disclosing companies 
(disclosing positive as well as negative extraordinary items) with non-disclosing 
companies, however, does not provide meaningful results. To have a better under- 
standing of the differences in EXPDIF and ROA for companies disclosing posit- 
ive and negative extraordinary items, we compared their mean values with mean 
values of non-disclosing companies separately. T-test results on companies disclosing 


TABLE 3 


T-TEST RESULTS ON POSITIVE EXTRAORDINARY ITEMS DISCLOSING VS. 
NON-DISCLOSING COMPANIES 














Mean & SD 
Non-disclosing Disclosing 
Variable Year companies companies t-value Prob. 
EXPDIF 1989 —0.380 —0.322 —0.10 0.92 
(2.909) (4.748) 
1990 0.146 —0.367 0.79 0.43 
(1.923) (1.836) 
1991 1.668 0.296 0.97 0.33 
(15.712) (1.298) 
1992 —0.087 —0.278 0.41 0.68 
(5.181) (2.267) 
1993 0.306 ~0.341 0.11 0.91 
(1.910) (1.662) 
1989-93 0.157 —0,194 1.05 0.29 
(7.648) (2.685) 
ROA 1989. 0.106 0.031 1.52 0.13 
(0.14) (0.35) 
1990 0.122 0.077 2.76 0.007** 
(0.10) (0.09) 
1991 0.099 0.086 1.00 0.32 
(0.09) (0.07) 
1992 0.090 0.067 1.89 0.06 
(0.10) (0.06) 
1993 0.096 0.078 0.88 0.38 
(0.13) (0.06) 
1989-93 - 0.103 0.068 3.14 0.001*** 
(0.11) (0.17) 





( ) Standard Deviations, * prob. < 0.05, ** prob. < 0.01, *** prob. < 0.001. 
EXPDIF = Difference between profit before extraordinary items (PBEI) and expected profit (EP). 
ROA = An average return on assets, calculated over the preceding four year period. 


226 


EXTRAORDINARY ITEMS IN HONG KONG REPORTING 


positive and negative extraordinary items compared to non-disclosing companies 
are reported in Tables 3 and 4 respectively. 

Table 3 shows that EXPDIF is negative for companies disclosing positive 
extraordinary items as well as for non-disclosing companies. The negative values of 
disclosing companies are higher than those of non-disclosing companies, but the 
differences are not statistically significant at the .05 level. The mean values for 
ROA are positive for disclosing and non-disclosing companies, but they are lower 
for disclosing companies. The difference is statistically significant for 1990 and also 
for all years combined. The higher RDA values for non-disclosing companies sug- 
gest that these companies were associated with comparatively stronger economic 
performance. 


TABLE 4 © 


T-TEST RESULTS ON NEGATIVE EXTRAORDINARY ITEMS DISCLOSING VS. 
NON-DISCLOSING COMPANIES 














Mean & SD 
Non-disclosing Disclosing 
Variable Year companies companies t-value Prob. ` 
EXPDIF 1989 —0.380 0.503 -1.45 0.15. 
(2.91) (3.40) 
1990 —0.146 —1.107 0.55 0.58 
(1.92) (11.88) f 
1991 1.668 1.215 0.30 0.77 
(15.71) (4.28) 
1992 — 0.087 —7.918 1.02 031 
(5.18) (54.51) 
1993 —0.306 0.121 ` ~1.45 0.15 
(1.9) ` (0.86) ; 
1989-93 0.158 -0.812 1.00 0.32 
` (7.68) (27.93) ; 
ROA 1989 0.106 0.073 123. 022 
(0.14) (0.12) 
1990 0.122 0.061 2.83 ` 0.01** 
(0.10) (0.11) 
1991 0.099 ` 0.052 2.24 0.03* 
(0.09) (0.12) 
1992 0.090 0.049 2.17 0.03* 
(0.10) (0.10) 
1993 0.096 —0.018 2.07 0.06 
(0.13) (0.18) 
1989-93 0.103 0.052- 4.64 0.001*** 
(0.11) (0.12) 





( ) Standard Deviations, * * prob. < 0.05, ** prob. < 0.01, *** prob. < 0.001. 
EXPDIF = Difference between profit before extraordinary items (PBEI) and expected profit a 
ROA = An average return on assets, calculated over the preceding four year period. 
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T-test results on companies disclosing negative extraordinary items and non- 
disclosing companies (Table 4) indicate that the mean values of ROA are lower for 
disclosing companies. The results are statistically significant for 1990, 1991, 1992, 
and for all years combined, suggesting that companies disclosing negative extraor- 
dinary items exhibited comparatively lower historical economic performance. These 
results are consistent with H2. The mean values of EXPDIF for disclosing as well 
as non-disclosing companies are positive for some years and negative for others, 
but they are statistically insignificant for all periods. 


TABLE 5 


REGRESSION RESULTS ON COMPANIES DISCLOSING 
POSITIVE EXTRAORDINARY ITEMS AND NON-DISCLOSING COMPANIES 

















Equation Intercept EXPDIF ROA DE LTA BETA R: 
no. 

1 0.016 —0.240*** — — — — 0.073 
2 0.042 ~—0.221*** 0.476*** 0.013 — — 0.061 
3 0.016 —0.236*** — —0.006 — — 0.075 
4 0.016 —0.237*** — —0.005 — —0.006 0.076 
5 0.018 -0259*** — —0.068* 0.324*** — 0.137 


6 0.013 —0.277*** 0.508*** ~0.053 0.329*** 0.057 0.162 


* p S< 0.05, ** p < 0.01, *** p < 0.001. 


EXPDIF = Difference between profit before extraordinary items (PBEI) and expected profit (EP). 


ROA =An average return on tangible assets, calculated over a four-year period preceding 
modification of SSAP 2. 
DE = Debt—equity ratio. 


LTA = Log of total assets. 
BETA ‘= Beta of the firm, calculated over the preceding sixty monthly periods 


Regression Results 

Regression tests have been conducted to examine the association of the dependent 
variable EI with independent test variables of EXPDIF and ROA and control 
variables of DE, company size, and BETA. Separate regression tests are conducted 
on companies disclosing positive extraordinary items and non-disclosing companies 
and on companies disclosing negative extraordinary items and non-disclosing com- 
panies." Six regression tests were performed for each group by including different 
control variables in each test. Tables 5 and 6 present the results. 

Regression results on companies disclosing positive extraordinary items (Table 
5) indicate that, as expected, coefficients for EXPDIF are negative for all equa- 
tions and are statistically significant at the .001 level. The R-squared values for 
equations (5) and (6), 13.7 and 16.2 per cent respectively, are higher than those of 
other equations. The negative values of coefficients indicate that the higher the 


H Regression tests were also conducted on the total sample of disclosing companies. The results for 
the total sample differed from the results on companies disclosing positive and negative extraordinary 
items separately. The EXPDIF coefficients for the total sample were positive for most equations, 
instead of being negative as expected. 
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TABLE 6 


REGRESSION RESULTS ON COMPANIES DISCLOSING 
NEGATIVE EXTRAORDINARY ITEMS AND NON-DISCLOSING COMPANIES 











Equation Intercept ROA. EXPDIF ` DE LTA BETA R: 
no. +: de 

1 0.627 0.797*** — — — — = 0.009 
2 0.627 0.879*** — 0.067 - — 0.060 0.010 
3 0.630 0.832*** — 0.073 — — 0.009 
4 0.545 0.971*** — —0.088 0.660*** — 0.090 
5 0.652 _ 1.342***  —0514 — 0.40 — — 0.064 
6 0.486 1.431*** —0.697*** 0.160 0.788*** 0.144 0.162 
*** p < 0.001. 


© EXPDIF = Difference between profit before extraordinary items (PBEI) and expected profit (EP). ` 

ROA =An average return on tangible assets, calculated over a four-year period preceding 
modification of SSAP 2. 

DE = Debt—equity ratio. 

LTA = Log of total assets. 

BETA = Beta of the firm, calculated over the preceding sixty monthly periods. 


negative value of EXPDIF, the higher the adjustment to PBEI with positive EI. 
The positive values for ROA coefficients suggest that companies with higher ROA 
disclosed positive extraordinary items. These results support H1, that is, companies 
with larger EXPDIF make upward adjustments to PBEI to bring repot pronis 
(RP) closer to expected profits (EP). 

Regression results on companies disclosing negative eciesordinary items and 
on non-disclosing companies (Table 6) indicate that ROA coefficients are positive 
in all equations, and the R-squared value is the highest when all: variables are 
included in equation (6). These results indicate that the lower the ROA, the higher 
the negative EI disclosures. Thus, the results suggest that companies experiencing 
a weak financial condition are more likely to disclose extraordinary losses, consist- 
ent with H2. 


Sensitivity Analysis of Company Size | 

Inclusion of a size variable in the regression tests enhanced the robustness of 
regression models, as indicated by R-squared values (Tables 5 and 6). The results 
show that coefficients.for the size variable are positive and are statistically signi- 
ficant at the 0.001 level. The positive values of LTA coefficients for positive extra- 
ordinary items suggest that the larger the company, the higher the disclosure of 
positive extraordinary items. The positive coefficients of LTA for negative extra- 
ordinary items are interpreted to mean that smaller companies are associated with 
higher negative extraordinary items. 


Impact of Debt-Equity Ratio and Market Risk | 
The coefficient signs for debt-equity (DE) ratio for positive and negative extraordin- 
ary items are mixed. With the exception of equation (4) for positive extraordinary 
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items, none is statistically significant. These results suggest that DE ratio has no 
significant impact on disclosure of extraordinary items. Because of relatively low 
public borrowing by Hong Kong companies, the DE ratio is not expected to 
influence accounting policy choices. Coefficients for market risk (BETA) are also 
insignificant for all equations, suggesting that market risk has no impact on dis- 
closure of extraordinary items. 


DISCUSSION AND CONCLUSIONS 


The findings show that the lack of accounting standards to differentiate between 
extraordinary and exceptional items and the absence of guidelines for disclosure of 
these items may provide flexibility to management for manipulating reported profits. 
The managers may use positive extraordinary items to make upward adjustments 
to PBEI when market expectations are higher than PBEI. This adjustment would 
reduce the differences between expected and reported profits and moderate the 
negative effect of lower PBEJ on the company’s share prices. The managers will 
especially be motivated to take measures, including the use of extraordinary items, 
for upward adjustment of reported profits to control decline in share prices because 
lower share prices are likely to affect their wealth negatively. 

On the other hand, when market expectations are lower than PBEI because of 
low historical economic performance (low average ROA over the preceding four 
years), managers may be inclined to disclose extraordinary losses. Recognition of 
extraordinary losses in a particular year will enable them to create opportunities 
for showing better performance in future years. Thus, by adjusting reported profits 
downward during the year of lower expectations, managers are able to improve the 
prospects for better economic and market performance of the company in future 
years. 

The upward and downward adjusted reported profits, however, do not truly 
reflect the company’s economic performance and thus provide misleading financial 
information to investors. Consequently, the usefulness of financial information for 
predicting future profits and cash flows is affected negatively. The 1997-8 financial 
crises in the Pacific basin rim countries underscores the need for reporting financial 
information which reflects the true and fair view of the company’s economic per- 
formance so that this information is useful for predictive purposes and investment 
decisions. The development of accounting standards for disclosure of extraordin- 
ary items may assist in reducing the profit manipulation opportunities. However, 
it needs to be mentioned that accounting standards alone are not sufficient to 
control profit manipulation opportunities and improve the usefulness of financial 
information for predictive purposes. Voluntary disclosure of additional financial 
information and of non-financial information is also likely to play an important 
role in improving the usefulness of financial information (e.g., see Lev and Zarowin, 
1999). 

Accounting standards related to disclosure of extraordinary and exceptional items 
already exist in industrialized countries, and following the lead of these countries, 
Hong Kong has recently modified its accounting standard for disclosure of these 
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items. The findings based on Hong Kong companies also have relevance for other 
NDCs and DCs. They suggest that development of appropriate accounting standards 
for these items in other NDCs and DCs will enhance the usefulness of reported 
profits in these countries. Development of these standards will be an important 
step toward improving the usefulness of reported profits for predictive purposes. 

This study makes two contributions in our understanding of the impact of extra- 
ordinary and exceptional items on reported profits. First, it shows that positive 
and negative extraordinary items may be used by managers to manipulate reported 
profits to achieve their desired earnings goals. Second, accounting standards related 
to disclosure of extraordinary and exceptional items are likely to improve the 
usefulness of reported profits for predictive purposes by reflecting the economic 
performance of the company. 

Additional empirical studies on disclosure of extraordinary items by companies 
from other NDCs and DCs are needed to validate the findings here. Studies should 
also be conducted to evaluate the effectiveness of SSAP 2 in improving the useful- 
ness of reported earnings by Hong Kong companies after implementation of the 
modified standard. Additional studies on Hong Kong companies would be advis- 
able to examine whether Hong Kong’s merger with China has had an impact on 
the enforcement policies of Hong Kong Accounting Standards, including SSAP 2. 
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Discretionary Disclosure: 
A Note 


This article extends the models of discretionary disclosure. The level of 
disclosure will be affected by the costs of such disclosure. Verrecchia 
(1983) shows that when the cost of disclosure is fixed then the threshold 
level of disclosure is positively related to that cost. Verrecchia (1990a) 
shows that in the presence of fixed disclosure costs the threshold level of 
disclosure is negatively related to the quality of information (precision) to 
be disclosed. The intuition for the result is that as information is more 
precise, withholding it is more detrimental for the firm and hence the 
threshold for disclosure is lowered. The model here expands the cost of 
disclosure to be a function of information quality. When this is the case, 
the Verrecchia (1990a) unambiguous result does not hold. The presence 
of information quality in the cost function creates a countervailing force 
such that more precise information does not necessarily imply more 
disclosure. This creates the intuitive result that precise information of a 
proprietary nature might be withheld from the market. 


Key words: Cost; Disclosure; Information; Proprietary. 


This article extends the discretionary disclosure models of Verrecchia (1983, 1990a). 
It shows that an increase in information quality can create a tendency toward or 
away from disclosure.’ More precisely, the threshold level of disclosure decreases 
as information quality increases up to a critical point, and then beyond that critical 
point the threshold level of disclosure increases. 

In a rational market, absent disclosure cost, everything should be disclosed. Such 
a market, however, is not descriptive. In a rational market with fixed disclosure costs 
more precise information should be accompanied by more disclosure. However, 
when the cost of disclosure rises as -nformation is more precise, the firm will shy 
away from disclosure. Consider a firm with R&D operating in a highly competitive 
industry. Initially, information concerning the R&D project might be disclosed to 
the market. However, as the firm is more certain that the project will be profitable, 


1 Information quality is defined as the precision of management's information. See the following 


section for further discussion. 
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the threat of competition may be such that sensitive details concerning R&D are 
suppressed. More precise information does not necessarily imply more disclosure. 

The tendency to increase disclosure will depend directly on the cost of disclosure 
that the firm faces. Verrecchia’s (1990a) model has fixed disclosure costs, which are 
characterized as ‘proprietary’ costs. My model allows disclosure costs to be a func- 
tion of information precision (quality).* With disclosure costs as a positive function 
of precision, disclosure increases as information quality increases, but a point is 
reached where further increases in information quality induce a manager to dis- 
close less information to the market. 

This work augments existing literature by showing how the relationship between 
precision of information and disclosure is not monotonic. This non-monotonic 
relationship is demonstrated within Verrecchia’s framework. 

A manager is faced with the decision to disclose information to the market or 
withhold it. The market is rational in that it is able to associate non-disclosure with 
either a low realization of the manager’s signal or a firm that has committed to no 
disclosure. The manager knows this rational aspect of the market and the decision 
to withhold or disclose is a function of the capital market benefits from disclosing 
(higher share price), the cost from not disclosing (getting pooled with lower quality 
firms), and the cost of disclosing information. The cost of disclosure is critical in 
this article. 

.In the Verrecchia (1983) model, cost is proprietary in nature. In this setting 
disclosing more information is akin to letting your competitors know more about 
you. This attracts a loss of competitive advantage for your firm. Proprietary cost, 
however, is only one dimension of the costs of disclosing. Skinner (1994) suggests 
that firms will voluntarily disclose bad news. The incentive for such disclosure is 
motivated from the fear of incurring legal liability for withholding information 
from the market. More generally, disclosure costs are not limited to proprietary 
costs or the litigation cost suggested by Skinner. Information disclosed can cause 
economic loss by users of that information. This economic loss could be the basis 
for legal liability for the firm. In this sense my discussion of legal liability differs in 
nature to that suggested in Skinner (1994). In Skinner’s analysis litigation cost is 
incurred by failing to disclose. In this article litigation costs reflect potential litiga- 
tion from disclosing imprecise information. The model here is flexible enough to 
entail disclosure costs as both proprietary and litigation-based (as discussed above). 

The unambiguous result in Verrecchia (1990a), increased precision leading to 
increased disclosure, continues to hold only when cost is a non-increasing function 
of precision. Conversely, if disclosure cost is an increasing function of precision 
then the result becomes ambiguous. At lower levels of precision an increase in 
precision will tend to increased disclosure but beyond a critical point further increases 
in precision will lead to decreased disclosure. The intuition for this reversal is that 
a firm’s proprietary costs are very high when disclosing very precise information. 


2 Admati and Pfleiderer (1998) model externalities that arise from unregulated disclosure. Their model 
captures a cost of disclosing information, which is increasing in the precision of the disclosed informa- 
tion. In this article cost is modelled in a similar fashion. 
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_ The flexibility of the cost function makes this model a suitable candidate for 
considering disclosure decisions of managers in the cross-section. For firms where 
proprietary costs are likely to be the dominant cost in the disclosure decision, cost 
would be an increasing function of precision. For these firms the effect of a change 
in precision will be ambiguous. The firm will tend to disclose less when information 
gets very precise. For firms where litigation costs are likely to dominate the disclos- 
ure decision, cost would be a decreasing function of precision. It is expected that 
these firms unambiguously would disclose more as information becomes. more 
precise. For these firms as managers become more certain about something-they. 
are more willing to disclose. that information as the disclosure costs are lowered. 
Familiarity with a firm’s operating and financial environment will allow classifica- .; 
tion of a firm by its expected disclosure costs. As researchers it is feasible to make ` 
predictions as to the expected pattern of disclosure for these firms. 


MODEL DEVELOPMENT 


This section describes the Verrecchia (1983) model where the manager exercises ` 
discretion over what information is disclosed to traders. Assume a manager con- 
trols a risky asset, and there are traders who determine its price. Figure 1 describes 
how these players temporally interact. The liquidating value of the risky asset is 
only known at time 4 and is represented as p.° The manager discloses to the market 
a signal, y, which communicates the true liquidating value, perturbed by some noise 
g. Noting that y=j1 + g, the random variables are distributed as follows: 


ft ~ Nih, hoT 
£ ~ N[0, s] 


Figure 1 


TIME LINE FOR AGENT’S ACTIONS 


Manager has a signal Traders form expectations 

about the final asset which determine price. 

value. Traders know — Manager decides whether These expectations are 

managers have this to disclose a signal or not. conditional on whether Asset liquidated. 

information. ` ' ` a signal is disclosed. Traders consume. 
Time 1 ` Time 2 š Time 3 'Fime 4 





In this model the manager has the choice to disclose or riot. This decision is based on the valuation 
benefits that come from disclosing good news as well as the costs from: such disclosure. 
3 All random variables are designated with a tilde and realizations are without. 


‘ The zero subscripts indicate that these parameters are from prior distributions, that is, they are 
known ex ante. 
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The inverse of the variance of it is the prior precision of the liquidating value of the 
risky asset, họ. The inverse of the variance of £ is the precision of the manager’s 
information about the liquidating asset value, s. As the manager’s information is 
more precise, s will increase. 

The model assumes only truthful reporting by the firm. Allowing the option for 
managers to report distortions of the truth, the model needs to be expanded to 
allow for various gaming strategies. The purpose of this article is not to examine 
such gaming; rather it is to examine the decision to disclose as a function of informa- 
tion quality and cost of disclosure. Consistent with Verrecchia (1983) the possib- 
ility of inside trading by managers is precluded. This situation could be examined, 
but it would require an alternative formulation of the objective function to be 
maximized by the manager. 

Assume that the price of the risky asset is set by the expectations of traders as 
follows: 


E[filQ] — p(var[fla)) 


P(Q)= 
14+tp 





Q is the information set available to all traders, E is the expectation operator and 
var() is the variance. For simplicity the discount rate is assumed to be equal to 
zero as in Verrecchia (1983). The model presented here (as with Verrecchia, 1990a) 
assumes the traders price the risky asset at its expected value. This removes all 
variance terms from the price expression. This has the advantage of simplifying the 
mathematical analysis but it reduces the generalizability of the model 

The decision to disclose information brings with it a certain cost. Verrecchia 
(1983, pp. 181-2) explains this in detail. The most popular notion of disclosure cost 
in the discretionary disclosure models is the proprietary cost arising from allowing 
your competitors access to your information. Elsewhere in the literature, disclos- 
ure cost has also been interpreted as the increased litigation costs due to greater 
disclosure. Here, the cost function is flexible, reflecting proprietary costs or 
litigation costs or any other type of cost that is related to the precision of the 
information being disclosed. 


5 The reader should also note that the unambiguous result in Verrecchia (1990a) is only proved for the 
setting where traders are risk neutral. The inclusion of risk-averse traders complicates the model 
considerably. Verrecchia (1990a) makes the point that his general result of dx/ds < 0 may not hold in 
the presence of risk averse traders. This is because as information becomes more precise there is 
a second order effect of a decrease in the firm’s risk premium. This would lessen the manager’s 
incentive to disclose leading to dx/ds becoming positive. Thus, including risk averse traders may make 
éx/ds become positive more quickly. Some simulations are also run for risk-averse traders. Altering 
the risk tolerance of traders does not seem to affect the main results of the model. The proof in the 
Appendix, however, only applies to the case where risk is not priced. 


$ Hughes and Sankar (1998) consider the effect of litigation risk on a manager’s discretionary disclos- 
ure policy. The manager either discloses or not and is allowed to bias the disclosure. Hughes and 
Sankar (1998) is not directly applicable to this setting but it is a good example of where litigation 
cost has been modelled. Skinner (1994) would also suggest that litigation cost affects disclosure 
policy. The cost function modelled here is trying to capture the effect of precision on disclosure cost. 
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The manager will select a level, x, which is the threshold level of disclosure.’ 
When the manager’s signal is above this threshold, information is disclosed and 
when below, it is withheld. The price of the risky asset will depend then on whether 
the information is disclosed or withheld. With disclosure price becomes: 


Ply = y] = Eli — c(s) = y] 


When information is withheld price becomes: 


P[y= Y < 8] = E[@ily= Y] < $] 


As Verrecchia (1983, 1990a) notes, the discretionary disclosure equilibrium is 
defined as the threshold level, x e R, which satisfies the following two conditions: 
(a) The manager’s choice maximizes the price of the risky asset for each signal y, 
and (b) when a manager withholds information, traders conjecture that the signal 
of the manager y is such that y < x. 

Verrecchia (1983) describes the process of discretionary disclosure by a manager 
in a rational expectations framework. The manager exercises discretion by choosing 
the point, or the degree of information quality, above which information is disclosed, 
and below which information is withheld. It is not the information quality that is 
selected by the manager, but rather, how the quality of information affects the 
manager’s decision to disclose that information.® 

Using the distributions of the random variables described above and properties 
of normal random variables (see Johnson and Wichern, 1992; Johnson et al., 1994), 
price with disclosure can be rewritten as’: 





P[Y=y]=Yo + " (Y — Yo) — c(s) 


Price with no disclosure can be rewritten as: 





z hç'g($) 
P[y=ysx]=%-— ; 
[y=Y<x] =o G(x) 

where 
1⁄2 1 
sh = EY 
a(t) = |e] 2 +S 
20\ s +h 


G(x) = f godt 


There is a unique discretionary disclosure equilibrium for positive proprietary 
cost, which can be written as: 


‘7 In the equations that follow the threshold level of disclosure, x, is denoted with a caret to indicate 
it is a threshold selected by the manager. In the text of the article the caret is dropped for convenience. 


š This point is made also in Verrecchia (19908). 


° These results are proved in detail in the Appendix. 
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R= w + ed bo ed 


A non-fixed proprietary cost, c(s), is included in the above expression which does 
not appear in Verrecchia (1983, 1990a).’° Some discussion on disclosure cost is 
required at this point. 

Verrecchia (1990b) provides an insightful discussion of how ‘proprietary costs 
thwart the voluntary elimination or reduction of information asymmetries between 
managers and external parties’ (p. 250). Verrecchia models voluntary disclosure in 
a world of post-entry competition. That is, the cost-of disclosure is due to the loss 
of competitive advantage from the existence of competitors. An alternative way to 
view this problem is one where there is the threat of entry into your market 
(Darrough and Stoughton, 1990). Here the cost function is endogenized to capture 
the entry game that can exist between firms in the product market. The cost of 
disclosing is the impact on your potential competitor—do they enter or not? Hayes 
and Lundholm (1996) also examine voluntary segment disclosure equilibria in the 
presence of a competitive product market. Both models have a non-fixed propri- 
etary cost but it is not related to the precision of that information. 

Wagenhofer (1990) also considers the disclosure strategy of a firm in context 
with its opponent firms. There, the opponent will only take action if the news is 
favourable. If a firm does not disclose, this is equated with the firm being a low 
type (as in Verrecchia). Consider the resulting equilibrium. If a firm has very good 
information it will disclose (group I). If a firm has good information but not good 
enough to outweigh the costs of the potential entry then the firm will withhold 
(group Il). This then allows firms with lower quality news (group III) to also withhold 
and get pooled with the group II firms. However, some of the firms in group MI 
have an incentive to separate themselves. They do this by disclosing what news 
they have and because it is below the level required for action to be taken by the 
potential entrant they are able to successfully avoid getting pooled with the lowest 
type firms. Once again, this model does not explicitly consider the precision of the 
information disclosed.” 

In short, the analytical models dealing with endogenized disclosure costs focus 
specifically on the threat of a new firm taking part of your market. In the spirit of 
Verrecchia, the model developed here concentrates on post-entry competition. 
Verrecchia (1990b) notes there are still interesting questions beyond whether the 
information is ‘good’ or ‘bad’. One such attribute is information quality of precision. 
It is that attribute and its effect on disclosure addressed here. 

Making cost a function of precision is by assumption. At first glance this may 
seem arbitrary. Exogenously specifying the cost function as c(s) may seem weak. 
However, it is demonstrated that such a cost function is well motivated. One might 


10 Verrecchia (1983, 19908) considers fixed proprietary cost, c. 


u It is important to distinguish precise information from ‘good’ information. The former relates to the 
variance of the information distribution and the latter relates to the mean. 
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think of a firm operating in a relatively competitive industry where information 
disclosure is readily acted upon to the detriment of the firm. In this scenario increases 
in the precision of information might lead to a decrease in the threshold level of 
disclosure at certain levels but then further increases in precision may prompt an 
increase in the threshold to prevent competitors gaining access to this information. 
Consider the biotech industry where release of general information (e.g., the general 
details of a new drug) would be expected to increase the share price. However, 
releasing precise details (for example the exact ingredients of the drug) would lead 
to a loss of competitive advantage. For these firms we would expect cost to be an 
increasing function in s. Conversely, firms also face reputation costs and litigation- 
based-costs when disclosing. Firms where these costs were expected to be sub- 
stantial would be expected to have cast as a decreasing function in's, because as the 
information is more precise there is less likelihood that economic loss could arise 
from disclosing that information. 

A second shortcoming in exogenously specifying disclosure cost to be a function 
of precision is that the results become ex ante predictable. While this comment is 
true of the general relationship dx/ds that is discussed in the next section, it does 
not render this model non-informat-ve. The contribution of this extension is the 
ability to compare disclosure patterns of firms cross-sectionally based on the preci- 
sion of the information being disclosed, and the expected disclosure cost function 
that the firm faces. 

With this discussion in mind, reconsider the model eeyereped by Verrecchia 
(1983): 


Zag Vx 
> ` 


That is, whenever the proprietary cost increases, the threshold level of disclosure 
will also increase. This result is not a*fected by altering the cost function to c = c(s). 
What is interesting, however, is the effect of a change in precision on the threshold 
level of disclosure. Verrecchia (1990a) shows that: 

2 <0 Ys 

Js 
That is, whenever the information quality increases, the threshold level of disclos- 
ure will decrease. This result is unambiguous when proprietary cost is fixed.” As 
noted, the innovation here is an extension of the analysis to recognize that the cost 
of discretionary disclosure is itself affected by the factors that affect the equilib- 
rium level of disclosure. 

The introduction of an enriched cost function exogenously produces a tension in 

the model. By holding disclosure costs fixed, Verrecchia’s 1990 result suggests that 
an increase in the quality-of information will lead to a decrease in the threshold 


E Note that this result is proved only where the market prices the risky asset at its expected value. 
Including risk in the pricing function may perturb the 1990 result. This is a reason for not examining 
the effect of risk in the model developed. here. 
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level of disclosure. If a manager were to withhold high quality information, the 
market would discount the value of that asset to a greater extent. Remember that 
the traders do not know what signal the manager has, but they do know the dis- 
tribution of that signal and hence they know the precision. In this way traders can 
discount the non-disclosing firms in relation to the precision of that non-disclosed 
information. 

The unambiguous result of Verrecchia (1990a) has been dealt with elsewhere. 
However, those analyses do not subsume the analysis here. Penno (1996) considers 
a framework where the manager has precision as a choice variable that is chosen to 
maximize ex ante expected returns. There, an equilibrium level of precision condi- 
tional on disclosed public information was identified. In the model developed here, 
precision is an exogenous parameter. The aim is to see how cost interacts with 
precision to affect the threshold level of disclosure. 

Penno (1997) further examines information precision and voluntary disclosure. 
There, the manager has information with variable precision, but there is also a 
probability that the manager has the information. Penno’s model deals with volun- 
tary disclosures of non-proprietary information. The separation of information 
quality (precision) (q) and the probability that managers have information (p) 
creates an exception to the result in Verrecchia (1990a). Penno (1997) shows that 
when q and p are independent, changes in the quality of the signal do not necessarily 
affect the frequency of disclosure. The following model shows precision can affect 
the pattern of disclosure, simply by allowing c to vary with s. 

The following section discusses how expanding the cost function affects the 
unambiguous result suggested in Verrecchia (1990a). 


EQUILIBRIUM LEVEL OF DISCLOSURE 


The Appendix contains a proof, examining the behaviour of dx/ds. This section 
shows how there is not always a negative relationship. The sign of dx/ds will depend 
on the functional form of the proprietary cost, c(s), and the level of the precision, 
s. As discussed above, this could be an increasing or decreasing function depending 
on the characteristics of the firm. 

Simulations are generated to consider how the threshold level of disclosure 
changes for varying levels of information quality. The simulations-solve the follow- 


ing function: 
E) = Yo + Ë s: aS _ has) | -%=0 
s & 


The simulations use a routine based on Muller's method (IMSL 1991).!3 The simula- 
tions allow a primitive analysis of how the threshold level of disclosure changes as 








3 Given a function f(x) and a vector of initial guesses x, the routine locates all real roots. The routine 
has two convergence criteria: the first requires that the m-th approximation to xi be less than 8; the 
second requires that the relative change of any two successive approximations to an xi be less than 
g, where ë and e are arbitrarily small numbers specified by the user. 
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the parameters in the model are allowed to change. Simulations are run with a 
fixed proprietary cost and with three cost functions that are a function of precision. 
The first is a linear model and the second is quadratic, both increasing in precision. 
The third is a linear model decreasing in precision. They can be represented as 
follows: 


Fixed cost model: c = cç, . (a 
Linear cost model I: c = cç + as (2) 
Non-linear cost model: c = c, + as” (3) 
Linear cost model II: c = cy — as (4) 


where C)> 0 and a > 0 for all models. 


It is expected that the fixed cost model will display a pattern identical to that 
proved in Verrecchia (1990a). Both the increasing cost functions (models 2 and 3) 
are expected to exhibit a sign change for dx/ds, with ox/ds < 0 initially and then 
ox/ds > 0 after some critical point. This will reflect two forces at work. As informa- 
tion gets more precise, non-disclosure will lead traders to discount non-disclosure 
more heavily. At this stage one should see the threshold level of disclosure falling 
as precision increases.. However, as precision gets beyond a certain point, the cost 
of disclosing more precise information will outweigh the discounting by traders. 
After that point, one should observ2 an increase in the threshold level of disclos- 
ure. For the decreasing cost function (model 4) the Verrecchia (1990a) result is 
expected to hold. With disclosure costs decreasing as information gets more precise 
this should reinforce the tendency to disclose. 

Only the parameter s is allowed to vary in the simulations. Al simulations use 
the following parameter estimates: h = a = cç = 1. 

Figure 2 contains the relationship dx/ds for. four different cost functions. With 
fixed disclosure costs the Verrecchia (1990a) result is obvious. With both increas- 
ing cost functions it is clear that there is no longer a monotonic relationship. 
The reader can see that the tensior described earlier in the article gives rise to a 
reversal of the suggested Verrecchia (1990a) result. This is most pronounced in 
the non-linear cost model. Such a cost function would-be appropriate in highly 
competitive and information-sensitive industries such as the pharmaceutical and 
bio-technology industries. The general pattern is that 0x/ds < 0 only holds for lower 
levels of precision, as precision increases then the relationship can reverse such 
that dx/ds > 0 holds. It appears that when dc/ds > 0 there exists a point where the 
sign on dx/ds changes. This is formally proven in the Appendix. Further, it appears 
that as 0’c/ds? > 0 (i.e., disclosure cost increases at an increasing rate) then not only 
does the sign of dx/ds depend on the level of s, but d’x/ds* seems to increase. That 
is, the threshold level of disclosure appears to increase at an increasing rate with 
the existence of a non-linear cost function. Finally, Figure 2 demonstrates that 
Verrecchia (1990a) holds whën cost is a decreasing function of precision. 

For firms with a cost function of the form dc/ds > 0 one should expect to see - 
increased quality of information leading to an increased threshold level of disclos- 
ure. The task for empirical research is to identify the level of precision that a 
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Figure 2 


THRESHOLD LEVEL OF DISCLOSURE AND PRECISION 








Threshold (x) 





0.15 0.3 .0.45 0.6 0.75 0.9 1.05 12 1.35 15 1.65 18 195 2.1 225 24 255 2.7 2.85 3 


Precision (s) - 
The threshold level of disclosures is that point where a manager is indifferent to the disclosure 
decision. Thus, an increase in the threshold is synonomous with less disclosure, 





—— Linear II (4) 


manager faces. Once the ‘precision level’ is approximated it is possible to identify 
whether disclosure should increase or decrease with more precise information. 


Lemma 1: Firms with a cost function such that dc/ds >0 should demonstrate a 
tendency away from disclosure after some critical point, ceteris paribus. 
Proof: See Appendix 


Thus. far I have only considered a cost function, that is either increasing or 
decreasing ‘in precision. It is feasible to have an extended cost function which 
includes both proprietary and litigation cost. Such a function could be of the form 
c(s) = co + p(s) + (s) where p(s) captures the sensitivity of disclosure costs to 
proprietary costs, and |(s) captures the. sensitivity. of disclosure costs to litigation 
costs. Consistent with discussion throughout the article, dp/ds > 0 and dl/ds < 0. 
That is as.information. precision increases, cost of disclosure will.i increase to. reflect 
increased proprietary costs, yet the increased precision reduces the likelihood o£ 
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litigation as uncertainty is lowered. The overall sign of the cost function depends 
on the weight assigned to the proprietary. and litigation components and to q(s) 
and p(s), which is ultimately an empirical question. It suggests that researchers 
need to examine the relative importance of litigation risk and proprietary costs 
when considering disclosure practices of firms. For example, in deciding whether to 
disclose information on property values a manager is likely to disclose these amounts 
when there is more certainty about the value. This is because the litigation risk, 
from disclosing an amount that is ex post found to be wrong, outweighs any propri- 
etary considerations from disclosing property values. Indeed, Cotter and Zimmer 
(1999) find that recognition of asset revaluations is more likely when there is more 
certainty surrounding the asset value. 


CONCLUSION 


From the simulations described above, and the proof in the Appendix, the reader 
can see how the threshold level of disclosure is sensitive to the functional form of 
proprietary cost. Verrecchia’s (1983, 1990a) framework is extended to show how 
the threshold level of disclosure Coes not necessarily vary monotonically with 
information quality. 

This extension is useful in dii the incentives a manager has to ddia or 
withhold information. Especially for information that is sensitive to the firm or 
information that has associated legal consequences. Precise information of a pro- 
prietary nature is likely to be withheld from the market due to the increased costs 
from such disclosure. Conversely, for a firm concerned about potential legal costs 
from investors acting on the basis of imprecise information, more precise informa- 
tion is likely to lead to more disclosure. The article suggests that researchers 
need to undertake a careful consideration of the types of costs a firm faces when 
examining disclosure choices by menagement. 
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APPENDIX 


Below is a description of the process by which the price equations are determined. 

Some basic results for conditional normal random variables make a useful start- 
ing point (see Johnson and Wichern, 1992, Chapter 4). There are two normal 
random variables x and z whose distributions are as follows: 


X~ Nip, o$] and 2 ~ Ni, oz] 
Interest is in finding the conditional distribution of x piven some realization of z. 
This conditional distribution can be described as follows’: 


ile ~ Ns + 22 (2 ~ p) 0% - S= 
oO; o; 
where Opis the cov(x, z) 
In the model the conditioned normal random variable is: 
fuly where y is the realized disclosure 
The random variables used are: 


B ~ N[¥, ho] which is the liquidating value of the risky asset 
Y= B + £ which is the manager’s signal, where 
~ N[0, s] is the distribution of the noise of the manager’s signal 
s is the precision of the manager’s signal and b, is the prior precision 


The distribution of y will also be normal as u and g are independent: 
T~ Niyo bo’ + s7] 


' Note that a random variable is denoted with a tilde and a realization is without. 
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The conditional distribution of u given y requires calculation of some covariance 
terms, namely cov(u, y). This is calculated as follows (Ross, 1994): a 


cov (fi, $) = cov(Ñ, fi + ë) 
= var({i) + cov (fi, ë) 
= var({i) 
= hy! 


With this the conditional distribution is derived as follows: 
fily ~ N[E[fily], var(fily)] 


= Nf + oN Dey — 49), var (@) - aoe 
ari) var) 


ha! hg! 
~ NÍ Yo +——— Ü - Yo), ha! - — 
É Te (Y — Yo), h; | 


b; +s 
~ Nr + 








s 1 
(¥ - 4 
i Yo) "i 


When the manager discloses information price was determined as: 


P(Y = Y) = Elf — ce(s) = Y| — Bvar[ fly = Y|) 
= E[fily = Y] — e(s) — B(var[fily = Y]) 


Making the relevant substitutions from the conditional distribution above price 
with disclosure takes the form shown in Verrecchia (1983): 


i Yo)- (= | 


When information is withheld by tke manager the price kernel is slightly different. 
This is because the rational traders.are able to reconcile non-disclosure with a firm 
where the realization of the signal y is below some threshold. This requires treat- 
ment of truncated random variables (see Johnson et al., 1994). In the model devel- 
oped in the current article, the truncation is from above so we are considering the 
conditional distribution of H given that yis below some threshold x. The following 
results from Maddala (1983) are useful: — 








PES = Io et = 


BG) _ 
G(x) 
Var(Yly < 2) =1 -MM - $) 


where g(%) is the probability density function of Ẹ, and 
G(&) is the cumulative density function of $. 


E[yly < a] = — 


Using these results for a truncated normal distribution use is made of the condi- 
tional distributions shown earlier to come up with a conditiona] distribution for: 
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ily=ysk 
With this distribution we can then identify what price will be when information is 
withheld. The expression when the manager withholds is: 


PGF = y < 8) = El fly = y < 8] — B(varlfily = y < z] 
Substituting for the conditional truncated normal distribution described above: 


hç: höga). 


k(& 
GQ) ~ B(K(R)), 


pQ = Y S$ %)=Y% - 
where 
ai 
(8) = 1 sho eae 
Vn s +h, 
t 
G(&) = | godt, 





KG) = hg! - —— E - yo) TEO - {rea} 


Gx”) | GR) 


Hence, proceeding from Verrecchia (1990) where traders are risk neutral, 
B(.) =0. Removing the B(.) terms we arrive at the expression in Verrecchia (1990a).? 
The: managér will withhold information whenever the price conditional on 
withholding is greater than the price of disclosing. Thus the equilibrium (in a risk 
neutral setting) is found as follows: 


P(y= y) <s P@@= Y < $) 


-1 
- ofs) + —— (y - y0) < Yo - EO) 
s +h, 


G(%) 








rearranging terms 


Y Sw |a "J. )- sie 


However, it is also known that the manager has committed to not disclosing below 
a certain threshold which can be expressed as: 


Y<Sx 


Then equating the right-hand sides of the last two equations, and re-arranging, 
leads to identification of a finite threshold level of disclosure, which Verrecchia 
(1983) proves to be unique: 


? In unreportéd results I also run simulations where risk is linearly priced. The results are not affected 
by this extension. It would be interesting to see if the results are robust across more general risk 
functions. 
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L=% + Ë j] À; x. 


This paper examines the behavior of dx/ds. This is done by taking the detyane of 
x with respect to s as shown below: 


OR = d s + ho c(s )- hç: hosa) |, S + s+h d c(s) E h; e(%) 

ds ds| s G(%) s jds G(%) 
This expression has both first and second order effects (note that s is embedded in 
the functions g(x) and G(x)). Simulations in the paper show how the sign of dx/ds 
depends on s. Interest is in showing that the sign is not unambiguously negative as 
in Verrecchia (1990a). Rather than specifying a closed form solution to ðx/ðs, the 
expression is decomposed as follows: 


dk _ dRIe , ak 


ds dcods as 


` The sign on this expression can be found by considering each of the components. 
The first component is positive from Verrecchia (1983), the third component is 
negative from Verrecchia (1990a) and the second component will depend on whether 
disclosure cost is increasing or decreasing in precision. If dc/ds is negative then the 
unambiguous result in Verrecchia. (1990) is maintained. However if dc/ds is posit- 
ive the result is ambiguous and the overall sign will depend on the relative import- 
ance of cost and precision as discussed in the text. 
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Quality Management Systems Certification: 
Research Note 


Although International Quality Standards 9000 certification is one of the 
most popular quality assurance systems in the world, its contribution to a 
firm’s value is still a controversial issue. This project re-examines this 
issue by using stock market reactions to the announcements of the award 
of certification made by a sample of Hong Kong listed companies, as a 
proxy for its contribution to a firm’s value. The results suggest that on 
average certification increased a firm’s value. However, most of this value 
increase was incorporated into stock prices before formal announcements 
were published in newspapers. In addition, the contribution of certifica- 
tion to value was greater in smaller firms than in larger ones. This can be 
attributed to fewer stock traders and professional analysts following smaller 
firms. 


Key words: ISO 9000 certification; Firm value; Hong Kong; Management; 
Quality assurance; Securities market; Systems. 


Although International Quality Standards (ISO) 9000 certification is one of the most 
popular quality assurance systems in the world, its contribution to a firm’s value 
is still a controversial issue. While some people argue that certification represents 
systems of procedures and documentation alone, which are themselves of little 
value to a firm (Crosby, 1994, 1996; Hoyle, 1994; Terziovski et al., 1997), others 
consider that certification can be used to improve a firm’s bottom line (Johnson 
and Kleiner, 1993; McQueen, 1993; Hong Kong Quality Assurance Agency, 1996), 
thus leading to an increase in its value. Certification can enhance customers’ per- 
ceptions of product quality, which can often be crucial in winning new customers, 
maintaining customer confidence and penetrating international markets (Riddle, 
1997). As a result, certification will attract new business and establish loyalty among 
customers! However, the costs of seeking certification are not immaterial and may 
not be fully recovered from the benefits obtained, especially in the short-term. So 
far, anecdotal evidence underpins most previous studies on this topic. Of those 
limited empirical studies identified, surveys and interviews coupled with financial 
statement data were the major methods used. These studies relied mainly on in- 
formation reported by firms, but this information was subject to misrepresentation 
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and manipulation. In addition, most studies collected data from firms in Europe 
and Australia; little is known about the development of ISO 9000 ions in 
Asian countries or its effects on firms there. 

Another controversial issue is the effect of a firm’s size on the Ssntribuben of 
certification to firm value. Two opposite hypotheses are proposed: the cost hypo- 
thesis and the information hypothesis. For the former, in view of substantial fixed 
costs needed to obtain certification, its net benefits in large firms would be 
expected to be greater than those in small firms, if the gross benefits of obtaining 
the certification were proportional to the size of the company. In addition, smaller 
firms, on average, arguably are in a disadvantageous position to seek finance for all 
the certification costs. For these reasons, the contribution of certification to value 
in larger firms should be greater than that in smaller ones. Regarding the latter, 
more analysts and investors follow larger, rather than smaller firms, as a result, the 
information content of the news about awarding certification, or its effect on stock 
prices, is expected to be larger for smaller firms than for larger ones. Since these 
hypotheses are not mutually exclusive, which of them dominates remains an 
empirical issue and the results of this study will provide some guidance. . 

This study investigates the above-mentioned issues expressed in the following 
research questions: (a) Does the awarding of ISO 9000 certification increase a firm’s 
value? and (b) Does this certification’s contribution to a firm’s value vary with size? 
Investors’ perceptions of a firm seeking certification is to date unexplored and this 
exploratory study will provide an insight into this issue. 

The results indicate that awarding ISO 9000 increases a firm’s value, but most of 
this increase has been incorporated into its stock price before formal announce- 
ments are published in newspapers. The results further show that the contribution 
of this certification to value is greater in smaller than larger firms, suggesting that 
the effects of the information hypothesis dominate those of the cost hypothesis. 


DEVELOPMENT OF ISO 9000 CERTIFICATION IN HONG KONG 


In recent years the Hong Kong government has been devoting substantial resources 
to promote ISO 9000 certification among local firms to improve their product quality 
and competitive power in international markets, although quality management 
development in Hong Kong has been.addressed much later than in some other Asian 
countries such as Taiwan, South Korea and Singapore. The reason why many 
construction and related industries firms have applied for certification in recent 
years is that during 1988 and 1989, the Housing Department, one of the largest 
distributors of building projects in Hong Kong, required all its contractors to achieve 
ISO 9000 certification before March 1993. Otherwise they would be disqualified 
from tendering for any of its projects. Since then, many contractors have adopted 
the standards into their operations, and they have gradually asked suppliers to 
achieve the same certification. This chain effect has led to an exponential increase 
of certification applicants in the construction and related industries. Other govern- 
ment departments imposed the same requirement on their contractors and 
suppliers. 
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The Hong Kong Quality Assurance Agency (HKQAA), a Hong Kong govern- 
ment subvented company, was set up in 1989 with the aim of providing this 
certification to local firms. Unlike the United Kingdom, where more than one 
authorized quality system certification body can offer certification, the HKQAA is 
the only authorized local quality system certification body in Hong Kong. 

The certification program of the HKQAA is based on that of the British Stand- 
ards Institution (BSI). Consequently, the certification procedures adopted are almost 
identical to those of the BSI. To promote its international reputation and to help 
those local firms already awarded certification from the HKQAA to be recognized 
by overseas countries, the HKQAA signed a mutual recognition agreement with 
the BSI in June 1993, and has been actively seeking more recognition from other 
countries. In order to reach a mutual recognition agreement, the HKQAA has also 
been working closely with authorized quality system certification bodies in main- 
land China. At present, about 10 per cent of all HKQAA’s certificates have been 
awarded to enterprises in mainland China, thus serving as a bridge to promote the 
development of quality system certification over the border. 

To be awarded the ISO 9000 certification by the HKQAA, a firm normally 
needs to go through several stages in the certification process (HKQAA, 1996). 
Before a firm has decided whether to commit itself to seeking certification, it 
normally needs to inquire of the HKQAA the procedures for the application and 
certification. The firm will then arrange a meeting with agency staff to clarify the 
details of the procedures. After having fully understood the requirements of the 
certification, the firm reaches the point where it must decide whether to pursue 
the. certification further. Firms seeking certification will file a formal application 
with the agency. If the firm already has a quality manual, it needs to review this 
fully, to confirm whether it meets ISO 9000 standards. 

When the firm does not have a quality manual, it is required to develop one. 
After the manual has been prepared, the agency will make a first stage visit to the 
firm to perform a preliminary assessment. This is followed by a certification audit 
visit by the agency, to carry out a full audit of the firm’s quality management 
system to assess whether it meets the requirements of the standard. If the agency’s 
review panel is satisfied with the firm’s system, the agency will approve the award 
of certification and register the firm as certified. Subsequently, the agency makes 
continuing, regular assessment visits to the firm to ensure that its quality manage- 
ment system conforms to the standard, and the company continues to deserve to 
be registered. 

There are three different quality assurance standards included in the ISO .9000 
certification: ISO 9001, 9002 and 9003. ISO-9001 ‘covers all stages of product real- 
ization; from review of customer contracts or orders through design, development, 
production, installation and servicing. ISO 9002 contains a subset of the require- 
ments of ISO 9001 and includes quality assurance in production, installation and 
servicing only. ISO 9003 provides the least assurance of the three standards and 
contains only abbreviated requirements on final inspection and testing of delivered 
products. | 
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Motives for Seeking Certification 

Major reasons prompting firms to seek certification include reduction of operation 
costs, increase in productivity, customer pressure and stabilization of operations. 
ISO 9000 lays down comprehensive documentation on responsibilities and working 
relationships among different organizational units related to how to maintain and 
improve product quality. Through management commitment and staff participation, 
organizational effectiveness and efficiency can be enhanced. As a result, certifica- 
tion can lead to reduction of operation costs and an increase in productivity. ° 

. However, most firms pursue ISO 9000 certification simply in response to customer 
pressure, rather than for reducing-operating costs (Brecka, 1994; ‘Townsend and 
Gebhardt, 1994; Zuckerman, 1994, 1996; Siu, 1995; Terziovski et al., 1997). This 
is particularly true in Hong Kong, which is predominantly an export-oriented eco- 
nomy. Those firms with certification selling products and services to Europe are 
definitely in more advantageous position to those without. Indeed some customers 
only approach certified outfits. Government purchasing policy, another type of cus- 
tomer pressure, has become a major motivating factor for some Hong Kong firms 
seeking ISO 9000 certification, particularly those in the construction and related 
industries as mentioned previously. 

‘In addition to the above-mentioned external motives, some firms in Hong Kong 
seeking certification were driven by internal operating needs unique to their busi- 
ness environment. With the approach of 1997, many Hong Kong professionals and 
managers migrated overseas while those who stayed in the territory changed jobs 
frequently to take up the opportunities from this migration wave. Some firms dis- 
covered that it was necessary to establish quality management systems with detailed 
documentation of their operations, so that in the case of high turnover in some 
important: positions, successors could much more easily pick up their new jobs by 
reviewing such records. Thus, implementing ISO 9000 quality management systems 
could be perceived to serve an additional function of stabilizing a firm’s operations. 


Contribution of Certification to Firms 
Crosby (1994) compared a firm seeking ISO 9000 certification with someone 
obtaining a driver’s licence, and suggested that they are intrinsically very similar in 
many ways. He explained that 90 per cent of the driving licence test has nothing to 
do with actual driving. It is simply a test of knowledge about driving procedures 
and regulations. Similarly, certification specifies the procedures.and documentation 
needed in a quality management system: However, it has little to do with how to 
get jobs done properly and how to measure the resultant financial effect of such a 
system. This view was echoed by Hoyle (1994), who contended that certification 
itself does not improve a firm’s performance. 

Whether certification improves organizational performance was PAET 
tested in a recent survey on 1,341 Australian and New Zealand manufacturing 
sites conducted by Terziovski et al. (1997). Their study used thirteen measures 
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for organizational performance, but did-not find support for.the hypothesis that 
quality certification is positively associated with twelve of those measures. Only 
the measure .of cash flow was found to be positively associated with certification. 
Therefore, it was concluded that ‘on average ISO 9000 certification has little or 
no explanatory power of organizational performance’ (Terziovski et al., 1997, p. 1). 

‘Although the conclusion drawn from their study is in line with the suggestion 
given by Crosby and Hoyle, it should be interpreted with caution. First, Terziovski 
et al. did not compare their sample with a controlled one and it is not certain 
whether their results were driven by some- external factors, such as changes in 
economic or business environments. Second, none of the thirteen measures for 
organizational performance used by them addresses the net income of a firm or its 
stock returns. These two latter measures have widely been recognized as the most 
important performance indicators of a firm. Third, simply using a majority rule to 
make their conclusion might not be appropriate. If cash flow had been used as 
the sole-measure for organizational performance, then the conclusion would have 
been completely opposite. In fact, as explained below, the finding that certifica- 
tion had significant positive association with cash flow has thrown some light on 
the hypotheses proposed in the current study. 

Stock prices reflect investors’ beliefs. about the estimated ‘true’ value of a firm. 
This value incorporates the present value of cash flow generated from not only the 
present operations of a firm, but also its estimated future business. If certification 
has value to a firm, this value-will be reflected in its stock price. As suggested by 
agency theory, managers and owners of a firm often have different personal goals 
(Jensen and Meckling, 1976; Fama, 1980; Fama and Jensen, 1983). To align these 
goals, senior managers of most firms are usually evaluated by the earnings or the 
stock price performance of their firms. For this reason, it is unlikely that senior 
managers will spend time and effort on a costly project with little bearing on these 
performance evaluation criteria. Thus, when they are making a decision on whether 
to seek ISO 9000 certification for their firms, they will not risk investing in such a 
system for the sake of quality alone (McQueen, 1993; Beardsley, 1994; Townsend 
and Gebhardt, 1994; Siu, 1995; Crosby, 1996); they will take investors’ reactions to 
this decision into account. 

The first hypothesis allows the above proposition to be tested empirically and 
allows investigation of whether ISO 9000 certification increases a firm’s market 
value. This hypothesis is formulated in its null form below: 


: HI: Quality certification has no association with firm value. 


- Even if application for eiiiai is requested b) customers and is a mere formality, the certifica- 
tion announcement value may not be trivial. When the Hong Kong government required all its 
contractors to achieve ISO 9000 certification before the deadlines, the share prices of those contrac- 
tors without certification would first fall to reflect the probability that they would be unable to obtain 
certification. When these contractors had successfully obtained certification and made announce- 
ments, the uncertainty that they could not obtain certification been removed. They are also expected 
on average to take up additional government contracts from those contractors unable to obtain 
certification, if the total number of the government contractors remains more or less the same. Thus, 
the share prices of those certified contractors would increase, leading to substantial announcement 
effects on their firm value. 
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Factors Affecting the- Contribution of Certification 

The motive for seeking certification and firm size are sonmey cited i in the. ISO 
9000 literature as the two major potential factors affecting the contribution of 
certification to company value. For example, organizations pursuing certification 
willingly and positively across a broad spread of objectives are more likely to report 
improved organizational performance, whereas companies seeking certification 
under customer pressure are less likely to report improvement in performance 
(Brecka, 1994; Terziovski et al., 1997): Many contractors and their suppliers seek 
certification in response to the changes ‘in the government purchasing policy in 
Hong Kong. Therefore, customer pressure is a-major reason for many firms 
seeking certification in Hong Kong. This motive is eminently evident, especially for 
those firms doing business with the government. However, the motives for firms 
with no direct or indirect business with the government are less obvious, with: any 
of the reasons mentioned previously possibly dominating. 

The current study concentrates on firm size. The effects on the sehon 
between certification and firm value are controversial with competing ‘cost’ and 
‘information’ hypotheses being proposed. The cost hypothesis posits that in. view 
of substantial fixed costs involved in obtaining and maintaining certification, its net 
benefits will be greater in larger firms, if the gross benefits of obtaining certification 
are proportional to the size of the firm. In addition, smaller firms have limited 
access to sources of finance to cover the certification. costs. For these reasons, the 
contribution of certification to a firm’s value should be greater. in larger firms. Most 
studies in the literature provide arguments to support this hypothesis. For example, 
certification is contended to impose an unreasonable financial burden on-small 
firms (Hoyle, 1994; McHugh, 1995; Terziovski et al., 1997). Thus, the first alternate 
form of the second hypothesis, testing the validity of this cost hypothesis, is: 


Ha: Quality certification has a higher positive association with value in larger firms. 


Another possible effect of size on the relationship between certification and 
firm value has exactly the opposite effect to the cost hypothesis. Drawing on the 
information hypothesis, generally one would expect that more stock traders and 
professional analysts follow larger rather than smaller firms (Collins et al., 1987; 
Bhushan and Cho, 1996). And thus the news of the awarding of certification among 
larger firms is expected to be disseminated in the market much earlier than for 
smaller companies. A large portion of the information content of such news on 
larger firms may be incorporated into their stock prices well before the completion 
of the certification so that the information content of certification announcements: 
for'smaller firms is expected to-be greater than that for larger firms. As a result, the 
cumulative abnormal returns resulting from such announcements made by smaller 
firms are expected to exceed those of larger companies (Atiase, 1985; Collins et al., 
1987; Freeman, 1987). ‘Therefore, another possible alternate form of the second 
hypothesis i is: ; ; 


'H2b: ‘Quality certification has a higher positive association eae value in smaller 
firms. 
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Since these two competing hypotheses are not mutually exclusive, which of them 
is more significant can only be verified by empirical data. The next section discusses 
how data were collected and the method adopted to analyse them in the current 
study. | 


DATA AND METHODOLOGY 


Data 
The analysis is based upon all ISO certification announcements made during the 
period January 1992 to December 1995, as reported in the Hong Kong Economics 
Journal (HKEJ)2 The HKQAA started to provide certification awarding services 
in 1990. However, since firms needed time to obtain knowledge about the certifica- 
tion requirements and to improve their quality management systems for satisfying 
these requirements, the HKQAA did not issue any ISO 9000 certificate in the first 
year of its operations, and only a few were granted in the second year. Up to the 
end of 1992, there were only thirty-five certificates awarded by the HKQAA and 
many of, these were issued to private companies. To be more cost effective in 
manually gathering the announcements from newspapers, the data collection exercise 
started from January 1992. Most of the announcements found during the period 
were advertisements occupying a large page area. Some even appeared on front 
pages, reflecting that the senior management of these firms expected awarding ISO 
9000 certification to be perceived as positive information about their companies. 
When there was more than one announcement of the same certification, only the 
earliest was retained. . 

For each announcement, daily returns before and after the announcement: date 
were computed using the daily closing prices and dividend information recorded 
in the Pacific-Basin Capital Markets Databases (PACAP Databases, 1996 version, 
which stores stock data up to 31 December 1995). In order to preserve the data 
consistency, the announcement collection exercise was also ended in December 
1995. 

By reading the HKEJ over the period 1 January 1992 to 31 December 1995, 
a total of 106 ISO 9000 certification announcements were identified? Of these 
announcements, fifty-two were made by private companies with no market data 
available, and were thus excluded from the sample. The remaining fifty-four repres- 
ented announcements made by companies listed on the Stock Exchange of Hong 
Kong. However, two of these announcements were made by utilities companies 
whose operations and earnings were closely monitored by the government. They 
were eliminated from the sample. Eight more were deleted from the sample because 
they were duplicated announcements on certifications having been made previously. 


2 The Hong ‘Kong Economics Journal is the most popular Chinese economic newspaper in Hong Kong. 


3 To reduce human errors in manually identifying announcements from newspapers, the author and a 
research assistant separately read the HKEJ over the period 1 January 1992 to 31 December 1995, 
from which the announcements were identified. The announcements identified by each of them were 
then compared. 
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TABLE 1 
THE SAMPLE SELECTION PROCESS 





Number of announcements 





Total announcements identified , : 106 
Less: Announcements made by private companies I =52 
Announcements made by listed companies ; 54 
Less: Announcements made by utilities companies . -2. 
: Duplicated announcements - N -$ 
Announcements with contamination effects , . — 
Final sample selected oo 41 





To eliminate the possibility of contamination effects, three more announcements 
were also excluded. They made other announcements within forty days of the 
ISO 9000 certification announcements.‘ The final sample consists of forty-one 
announcements. The process of selecting the announcement sample for the current 
study i is summarized in Table 1. 


Methodology 

The effects of certification announcements on stock prices are examined by em- 
ployirig the event study methods surveyed by Brown and Warner (1985). Normal 
returns are calculated with the ordinary least squares (OLS) market model. Thus, 
the abnormal return for stock j on day t, AR,, is defined as the difference between 
the actual return and the normal return for the stock on that day: 


Me ine e SR ; AR, = Ry — (a; + bR,,), . (3) 
where R, is the return for stock j on day t, 


R. is the return for the market portfolio on day t; 
and a, and b; are the OLS estimates for stock j’s market model parameters. 


The market model is estimated over 100 days for t =.—120 through t = —21, where 
t = 0 is the ISO 9000 certification announcement date as reported in the HKEJ. 
The event window includes fifty-one days for t = —20 u t= 20.5 


‘ All these companies made merger and deaumeiions announcements before their ISO 9000 certifica- 


tion announcements that had significantly positive effects on their stock prices. 


5 The market portfolio includes all the stocks listed on the Stock Exchange of Hong’ Kong; the daily 

equally weighted market return with cash dividend reinvested, is used as the proxy for Re 
$ There are trade-offs in determining the length of the appropriate event window period in the current 
study. On the one hand, the selected period should be long enough to include the certification 
awarding dates for all the sample firms to capture most, if not all, of the information leakage effects. 
On the other hand, this period should not be too long to avoid deleting too many sample firms with 
other significant events: As explained later, the selected period should be an appropriate choice for 
the sample. 
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For a sample of N stocks, the S a. abnormal return for day t, AAR,, is 
calculated as: 


AR, t=-20,...,+ 20; (2) 


the average cumulative abnormal return from day T1 through day T2, ACARy, +> 
represents the average change in firm value for the said period and is calculated as: 


ACARnn = X, n AAR, (3) 


Assume that the abnormal returns, AR;,, are independent and identically distributed 
with finite variance, then the test statistics for AAR, and ACAR zy will be dis- 
tributed Student-t in the absence of abnormal performance. 

The effects of certification on stock prices will be represented by both the AAR 
and ACAR around the announcement dates. Say, if AAR are statistically significant 


only on day —1 or day 0, then it.can be concluded that the announcements have — 


significant effects on stock prices. The AAR for days —20 through —2 can represent 
the price effects due to information leakage before the announcements. For 
example, if information leakage for most announcements occurs on day —3, then 
the AAR for that day will be statistically significant. 

However, simply examining the significance of the AAR before and on the 
announcement dates may not be conclusive. Suppose information leakage spreads 
over the whole pre-announcement period (that is from day —20 to day —2), then all 


these AAR may not be large enough to reach any conventional significance levels ` 


at all, because the effects of certification have been gradually incorporated into 
stock prices. In this case, the ACAR for the pre-announcement period and the 
announcement dates may be a more appropriate indicator for the total effects 
of certification. No matter how information leakage is disseminated in the pre- 
announcement period, if it has a significant effect on stock price, then ACAR 
will reach a significant level on some days and remain so afterwards. From the 


above discussions, it can be derived that the total effects of certification on stock f 
prices will thus be represented by the sum of me AAR for days —20 through 0, or - 


ACAR 2 9: 

The AAR for days 1 through 20 show the post-announcement price effects. If 
AAR remain significant for some days after the announcements, then this suggests 
that the stock market reacts slowly to them. Also, ACAR; m can be used to invest- 
igate whether there is an upward (or downward) trend for price movements from 
day 1 through day T2 (where 1 < T2 < 20). For example, if ACAR, n is statistically 
significant but in the opposite direction of ACAR 9, then it can be'concluded that 
the effects of certification reverses post-announcement. If ACAR, 7p is statistically 
significant’ and in the same direction of ACAR 25, then we can reach a similar 
conclusion as that of significant AAR for some days after the announcements, as 
discussed above. That is, the stock market reacts slowly. However, unlike the case 
of significant AAR, these reactions seem to be reflected gradually over the oe 
after the announcements. 
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In addition to using the event study method to examine the effects of certifica- 
tion on firm value, cross-sectional regression analysis is also used to investigate 
whether firm size can be used to explain the magnitude of these effects, with the 
following regression model: 


CAR, = a + BSIZE, + &. (4) 


CAR, is the cumulative abnormal return for the i-th firm and is proxied by both 
CAR.) and CAR wp, respectively, to reflect the price effects on that firm on the 
announcement date alone, and on the announcement date and pre-announcement 
period together. The latter price effects include not only the announcement effect, 
but also that due to information leakage. If the certification awarding dates for the 
firms in the sample fall within the pre-announcement period, then CAR: will 
represent the total effects of certification on value. SIZE, is the size of the i-th firm, 
which is calculated by the natural log of its ten-day average market capitalization 
from day —30 to day —21. A natural log is used to normalize the distribution of the 
variable values. The use of a ten-day average market value, instead of the value 
of a single day, is to average out the price fluctuation of those days. Day —30-to 
day -21 are selected because they fall within a period just before the event window 
and are supposed not to have been affected by the announcements. £; represents 
the residual term of the regression model. o and B are the parameters of the model. 
If B is found to be positive and statistically significant, then it can be concluded that 
certification has higher positive association with larger firms’ values. This result 
would suggest that the effects of the cost hypothesis are more significant than those 
of the information hypothesis. If, however, B is found to be negative and statist- 
ically significant, then it can be concluded that certification has. higher positive 
association with smaller firms’ values. This result would suggest that the effects of 
the information hypothesis dominate those of the cost hypothesis. 


EMPIRICAL RESULTS 


Descriptive Data oy the Sample 
Table 2 presents a breakdown of the announcements for the years in which they 
were reported, type of ISO 9000 certificates awarded (e.g., ISO 9001 and ISO 
9002) and industry type, and the summary information about the size of the sample 
firms. As expected, there were only three announcements identified in 1992: ‘The 
numbers of announcements identified in 1993 to 1995 were similar at 12, 14.and 12, 
respectively. The sample was dominated by the ISO 9002 certificate which consti- 
tuted 28. announcements, whereas there were only fourteen related to ISO 9001 
(one of the announcements involved both types of certificate). Two-thirds of the 
firms in the sample were in the manufacturing industry while firms in the construc- 
tion industry accounted for most.of the remainder, with only one firm from the 
services industry. : 

The firm size of the sample as measured by the 10-day average market Seas: 
tion from day —30 to day —21 has a mean of HK$ 911 million (equivalent to US$ 
117 million), with a standard deviation of HK$ 664 million (equivalent to US$ 85 
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TABLE 2 
DESCRIPTIVE DATA FOR THE SAMPLE 














Number of 
announcements 

Panel A: By reporting year: 

1992 I 3 

1993 . 12 

1994 14 

1995 12 
Panel B: By type of ISO 9000 certificate granted: ` 

ISO 9001 14" 

ISO 9002 28* 
Panel C: By industry type: ` 

Manufacturing I 28 

Construction 12 

Services 1 

in Million HK$° 
Panel D: The ten-day average market capitalization from 
; day —30 to day —21 

Mean 911 

Standard deviation 664 

Maximum 2,927 

Median ; 697 

Minimum 127 





* One of the announcements involved both types of certificate. 
° One US$ is equivalent to 7.8 HK$. 


million). The total range is HK$ 127 million (US$ 16 million) to HK$ 2,927 (US$ 
375 million), with a median of HK$697 million (US$ 89 million), which is much 
smaller than the mean. This indicates that the distribution of firm size is highly 
skewed: 


The Price Effects of Certification Announcements 

The results are shown in Table 3 and plotted in Figure 1. As reported in Table. 3, 
the t-statistics for the AAR for days —20 through +20 are not significant at any 
conventional levels, suggesting that stock prices do not change significantly around 
the announcements. To find out whether there are any significant upward (or down- 
ward) price movements around the announcements, the pattern of ACAR zr (for 
—20 < T2 < 20) is investigated. It is found that ACAR yr; gradually increase 
and reach a significant level at 10 per cent with a mean of 3.6 per cent at day —3 
(T2 = -3). ACAR +; further increase to 4.2 per cent at day 0 (T2 = 0) and then 
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TABLE 3 


ABNORMAL RETURNS AND CUMULATIVE ABNORMAL RETURNS 
FOR 41 CERTIFICATION ANNOUNCEMENTS 











Event | ! Average t-statistic Average t-statistic 
day AR (in %) for AR CAR (in %) for CAR 
20 0.185 0.509 0.185 0.509 
-19 0.385 0.952 0.569 0.961 
-18. 0.460 1.111 1.029 1.631 
-17 —0.009 ~0.020 1.020 1.483 
~16 0.004 0.009 1.024 1.415 
~15 0.015 ~0.060 _ 1.009 1354 
-14 0.192 0.628 1200 1.395 
-13 0.307 0.613 1.507 “4.489 
-12 -0.327 -0.746 1.180 1.113 
-11 —0.445 ~1.002 0.735 0.614 
-10 0.520 1.386 1.256 0.971 

-9 0.177 0.483 1.433 1.078 
-8 —0.032 -0.072 1.400 ` 3 0.952 
-7 -0.073 -0.213 1.327 -0.904 
~6 -0.073 -0.301 1.254 0.841 
-5 0.396 1.300 160 1.109 
— 0.519 1.451 | 2.169 1.438 - 
-3 1.402 1.381 3571 ' ` 13987 * 
TAE -0.172 -0.461 3.399 1.923 * 
-1 0.283 0.567 3.682 1.871 * 
0 0.547 1.293 4.229 ; 2.159 ** 
1 0.208 0.483 4.437 2.094 ** 
2 —0.149 —0.491 4.288 2.020 * 
3. 0.383 0.779 4.671 2.060 ** 
4 0:354 0.778 5.024 . 2.233 ** 
5 —0,028- ~0.090 4.997 2.197 ** 
6 0.588 ~1.533 4.409 1.972 * 
7 0.265 0.821 š 4.144 1.856 * 
"8 0.168 0.297 . 4312 1.855 * ` 
9 049 ` _. 1.324 4.791 2.000 * 
10 0.495 | 1.017 . 5.286 . . 2.162 ** 
11 0.769 1.506 6.055 i 2.341 ** 
12 0.595 1250. 6.650 2.372 ** 
13 —0.424 —0.930 6225 2.210 ** 
14 . 0.378 —1.288 5.847 2.060 ** 
1 + “—  —04162` 0.459 ` ' n 5685. e 1.947 * 
-16 ` —0.174 —0.662 5.511 i 1.851 * 
17 0.407 0.950 i 5919 _ 1.990 * 
18 0.401 : 1.098 6.320 2.115 ** 
19 . —0.290 -0.895 . 6.030 . 1.963 * 
“20 0.524 1.361 5.506 . LT” 








* Significant at the 10% level, 2-tdiled test.. ' . i N 7 
** Significant at.the 5% level, 2-tailed test. i 
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FIGURE 1 


THE AVERAGE ABNORMAL RETURN (AR) AND CUMULATIVE ABNORMAL RETURN 
(CAR) FOR CERTIFICATION ANNOUNCEMENTS ` 
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-1.0 Event days 


move slightly further upward after the announcement dates. ACAR mmn remain 
significant for all the days in the window from day -3.7 

These results suggest that awarding certification to a firm increases its stock 
returns. However, this increase is not completely achieved on the announcement 


7 To see whether the observed pattern of the ACAR is driven by the AAR near day —20, a robust test 
was performed using the event window covering the period from day ~10 to day 20. It is found that 
the pattern of ACAR in the new event window is identical to the originally reported one. Thus, 
it would seem that the observed ACAR pattern is not sensitive to the selection of the event window. 

Another robust test is to investigate whether the results reported in Table 3 depend on the 
selection of the proxy for the returns of the market portfolio. The daily value-weighted market 
return with cash dividend reinvested was used as another proxy for R,,, and the AAR and ACAR 
in the event window were recalculated. The results obtained are qualitatively the same as those 
reported in Table 3, Thus, it would seem that the reported results are not sensitive to the selection 
of the proxy for the returns of the market portfolio. 

Since the sample firms come from a small number of industries, it is possible that the returns of 
these firms may be driven by the performance of their corresponding industries. To check for this 
possibility, a two-factor market model was used to control for both the market and industry portfolio 
returns. Thus, the abnormal return for stock j on day t is estimated by the following model: 


AR; = Ry = (a + bj)Rx + GR), (5) 
where R,, is the return for the industry portfolio on day t. The industry portfolio includes all the 
Hong Kong listed stocks in the same industry as that of stock j. The daily equally-weighted market 
return with cash dividend reinvested is used as the proxy for Ry. Other variables are the same as 
those defined in equation (1). 

Following the same methodology, the AAR and the ACAR for the forty-one sample certification 
announcements were recalculated. The results are essentially the same as those reported in Table 3. 
Thus, it would seem that the results are robust against the industry effects. 
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dates. Instead, it is gradually incorporated into the stock prices prior to the formal 
announcements reported in newspapers. It seems that some investors had already 
learnt about the news before the announcements were published in newspapers. 

One unanswered question is why there was information leakage. The answers to 
this question can be found from the certification news as reported in the HKEJ. 
While some announcements were published on the day that the certificates 
were awarded, most were published some days afterwards. For example, Shui On 
(Contractors) Limited was awarded an ISO 9002 certificate on 18 June 1992 (as 
reported in the HKEJ on 12 December 1992), whereas the announcement was 
published on 26 June 1992. Similarly, the date of awarding an ISO 9002 certificate 
to Fung Cheung Kee Holdings Limited was 5 March 1993 (as reported in the 
HKEJ on 25 March 1993), but the announcement was published on 25 March 1993. 
The timing difference between the award of certificates and the publication of 
announcement news for these two cases: are eight and twenty calendar days, re- 
spectively (the differences in terms of trading days are much shorter); both fall 
within the pre-announcement period of the event window. It is suspected where 
certification was awarded to a firm prior to announcement, the staff learned of the 
news and passed it to some outsiders, especially the firm’s customers. It is also 
possible that senior management of these firms might have divulged this informa- 
tion just before the announcement dates to analysts in regular contact. The results 
obtained in this study seem to suggest that the announcements served mainly as a 
means to promote a firm’s image for marketing purposes. 

Another issue relates to the price effects of certification after the announcement 
dates. It has just been mentioned that none of the AAR after the announcements 
is statistically significant, and at this time the ACAR m drift slightly further 
upward. To see whether this post-announcement drift is statistically significant, 
ACAR; m (for 1 < T2 < 20) were calculated. It is found that none of these ACAR; m 
is statistically significant during the whole post-announcement period in the event 
window (not displaced here). Therefore, it can be concluded that all effects of 
certification have been incorporated into stock prices on or before the announce- 
ment dates, and no price reversion is observed. 

_ From the above discussion, an answer to the first research question can now be 
given. That is, certification does have a positive effect on stock prices, but this 
effect has gradually been incorporated into stock prices prior to the announcement 


dates. Also, investors do not seem to have overreacted to the event and the observed 


effect remains more or less the same throughout the post-announcement period. 
Therefore, the first hypothesis in its null form is rejected, and the results are 
consistent with the proposition that awarding quality certification to a firm increases 


its value. 


| $ If the certification awarding dates are on average before the announcement dates, there may be a 


downward biased estimate for the announcement effects. This may explain the result of no significant 
positive abnormal share price reaction at the announcement dates. At the same time, there may also 
be an upward biased estimate for the price effects in the pre-announcement period. Therefore, total 
price effects on the announcement date and the pre-announcement period together (i.e., ACAR ap) 
should not be significantly affected. i 
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-TABLE 4 
ESTIMATED COEFFICIENTS FROM REGRESSING CERTIFICATION y 
ANNOUNCEMENT CUMULATIVE ABNORMAL RETURNS ON FIRM SIZE 





J 


Dependent variables 








Independent variables CARs CAR ng 
Intercept. . 0.1093 - f 0.4153 
f = I S (2296) ** (2.738) ** 
SIZE "0.0154 ~0.0569 
(-2.122) ** (2.465) ** 
Adjusted R? 0.0806 0.1126 
F-statistic ` l 4.504 ** 6.075 ** 





** Significant at the 5% level. 

The dependent variables are the two-day cumulative abnormal returns from day —1 to day 0 (CAR 45) 
and the cumulative abnormal returns from day —20 to day 0 (CAR 24»,) for the ith firm in the sample. 
The independent variable is the size of the ith firm as measured by the natural log of its ten- aa average 
market capitalization from day —30 to day —21. 


Cross-Sectional Regression Analysis . 

Two regression analyses are conducted with the same regression model as specified 
in equation (4). Both analyses use firm size.as the only independent variable. The 
difference between the two is the use of different proxies for the dependent vari- 
able. The first regression adopts CAR, as the dependent variable and examines 
the effects of firm size on stock prices on the certification announcement dates. 
The second regression takes CAR», as the dependent variable with an intention 
to investigate the effects of a firm’s size on stock prices before and on the certifica- 
tion announcement dates as a whole. Since there are no post-announcement effects 
as discussed previously, this latter proxy represents the total price effects of 
certification. 

The results of these two regression analyses are similar (Table 4). Both regres- 
sion models are statistically significant at the 5 per cent level. The coefficients on 
the independent variable of both regressions, SIZE, are negative and statistically 
significant at the 5 per cent level, indicating that stock price reactions to certifica- 
tion are greater for smaller firms. This result is thus consistent with the interpreta- 
tion that the effects of the information hypothesis are stronger than those of the 
cost hypothesis. Therefore, hypothesis H2b is supported, whereas hypothesis 
H2a can be rejected. The adjusted R? for the regression models with CAR.,, and 
CAR v, as the dependent variables are.8.1 per cent and 11.3 per cent, respectively. 
The higher adjusted R? for the latter model is expected because this model includes 
the price effects of information leakage, thus containing higher explanatory | power 
than the first. 

Another plausible interpretation for the above results may be sample selection 
bias. Since the sample firms included are all listed on the Stock Exchange of Hong 
Kong, they are already relatively large concerns. The costs spent on pursuing 
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certification may not be considered significant, which would mean thar the effects 
of these costs may be similar to all of them. 

From the results reported in Table 4, an answer to the second reséarch question 
can now be provided. That is, the contribution of the awarding of quality certifica- 
tion to a firm’s value is greater in smaller firms. 


Additional Analyses 

Two other potentially influential factors affecting the extent of contribution of 
certification to a firm’s value are considered. These factors are the opportunity to 
assess a firm’s product quality and the cost of quality breakdowns. 

Arguably, the product quality of older firms is more certain than that of newer 
firms, hence older firms are likely to derive less value from ISO certification since 
customers have had more opportunity to assess their products. The news of ISO 
certification for older firms is expected to generate less of a stock market reaction 
than news of younger companies doing the same. 

However, it can also be argued that if ISO certification i improves product quality 
for all firms, its value to older firms can only be more certain, but not necessarily 
higher than that to younger companies. At best, firm age can only be a proxy for 
the availability of information about the concern, but this effect has already been 
taken into consideration in firm size. If ISO certification represents future business 
opportunity, or customers consider certification as a guarantee of product quality 
or a mandatory purchase policy, such as the Hong Kong government’s ‘Housing 
Department, its value to older firms may be no smaller than to younger ones. 

To verify which of the above arguments is supported by the data, firm age was 
added to the cross-sectional regression model stipulated in equation (4), to invest- 
igate whether it would provide additional explanatory power for the contribution 
of certification after controlling for the effects of firm size. The revised regression 
model is shown below: 


CAR, = a + B,SIZE, + RAGE, + £. l (6) 

The definitions of CAR; and SIZE; are the same as those defined previously. AGE, 

is the age of the i-th frm and is measured by the length in months from the firm’s 
establishment to the certification announcement. . 

In the above model, it is assumed that AGE, and CAR, have a linear relation. 


However, if their relation is not linear, the model may be mis-specified. For this 
reason, an alternative model is also given: 


CAR; = œ + B,SIZE, + B,AGE-DUMMY, + £, f (7) 


AGE- DUMMY; is a dummy variable taking the value one (1) if the AGE of the 
i-th firm is greater than. the median AGE of all the sample firms and zero 70) 
otherwise. 


The results of these two models (not reported) indicate that none of the proxies ... 


for firm age is significant, whereas the coefficients on firm size and the intercepts 
of all the regressions are in the same directions, and remain significant, similar to 
those reported in Table 4. These results are consistent with the proposition that firm 
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age is not a factor affecting the information content of the news of ISO certifica- 
tion, after controlling for the effects of size. 

_ Another potential factor affecting the contribution of ISO certification to value 
is the cost of quality breakdowns to customers. This cost may vary in accordance 
with the nature of the products. Thus, it can be expected that the contribution of 
ISO certification to firm value differs, depending on the product they sell. 

It can be assumed that the products sold by firms in the same industries are 
similar. This assumption is particularly valid for those construction firms included 
in the sample of the current study, as their major source of business is the Hong 
Kong government’s Housing Department and the products of all these firms are 
controlled by this department. To investigate the effects of different products on 
the contribution of ISO certification to value, two industry dummy variables as the 
proxies for the cost of quality breakdowns to customers were added to the cross- 
sectional regression model as pet in equation (4), and the resulting model is 
shown below: 


CAR, = 0 + B,SIZE; + B,IND-CONTS, + B,IND-MFG, + £. (8) 


The definitions of CAR, and SIZE, are the same as those defined previously. 
IND-CONTS;, (IND-MFG,) is a dummy variable taking the value one (1) if the i-th 
firm is in the construction (manufacturing) industry and zero (0) otherwise. 

The results of the above model (not reported) indicate that none of the industry 
dummy variables is significant, whereas the coefficients on firm size and the inter- 
cepts of the two regressions are in the same directions and, after controlling for the 
effects of firm size, remain significant, similar to those reported in Table 4. These 
results suggest that the cost of quality breakdowns to customers is not a factor 
affecting the information content of the news of ISO certification. 


CONCLUSIONS AND REMARKS 


The contribution of ISO 9000 certification is a controversial issue. While firms 
continue to seek certification and some researchers support its value, other studies 
suggest that it has little value to companies. The purpose of this project is to 
provide evidence on this issue by examining stock market reactions to the awarding 
of certification. The results are consistent with the proposition that the awarding of 
certification increases a firm's value. However, most of this incredse was incorpor- 
ated into stock prices before formal announcements were published in newspapers. 
This can be attributed to information leakage about the award of certification. 
Further, this increase in stock prices was not reversed later after announcements 
were made, suggesting that the price increase was caused by a permanent appreci- 
ation in the firm’s value, not by investors’ over-reaction to the award of certification. 

This project also investigated the effects of firm size on the relationship between 
certification and value. Two opposite hypotheses were proposed. The cost hypothesis 
suggests that the contribution of certification should be greater for larger firms as it 
relies on the argument that the same costs for seeking quality certification represents 
a relatively smaller proportion of larger firms’ capital. If the gross benefits obtained 
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from the certification is proportional to firm size, then the net benefits will be 
greater to larger firms. 

The information hypothesis, however, proposes an exactly sabes effect, on | 
the basis that smaller firms have less information available to investors. Therefore, 
the information content of awarding certification to smaller firms is larger than that 
to larger firms. The results suggest that firm size had a significantly negative effect 
on the contribution of certification, indicating that the effects of the intonation 
hypothesis dominated those of the.cost hypothesis. 

This article considered only the-immediate (or short- iay price: effects of 
certification. Results imply that investors regard the advantages of 'a firm seeking 
certification as more significant than disadvantages. However, those results do not 
reveal whether these net advantages: can be sustained in the long-term. Future 
research is required to examine the actual long-term contribution of quality .certi- 
fication to a firm’s performance and financial position. Future research is also 
needed to investigate the effects of the incidence of failure to obtain certification 
among applicants. 
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